
noll HJ) ay

Q..

ORIGINAL
ll\llllll\l\\\lllllll\ ll
0000075873

re r' *J  E." O 39?-

W ?». VS _:AL\

1

2

3

4

5

6

7

8

9

COMMIS S IONERS
MIKE GLEASON _ CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

u "';!5.t I
M. Cr* r' , .l 2.1. fn

uoszam L1L;§;lì
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1 I. INTRODUCTION.

2

3

4

Q. Please state your name and business address.

My na m e  is  J a m e s  S . P igna te lli. My bus ine s s  a ddre s s  is  One  S outh Church Ave nue ,

Tucs on, Arizona , 85701 .

Q- Are you the same James S. Pignatelli that filed Direct Testimony in this case?

Yes.

Q. Have you reviewed the Direct Testimony filed by the Commission Staff and other

parties (collectively, "other parties") to this rate case?

Yes I have.

Q. Please provide your response to the other parties' Direct Testimony.

5

6
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11
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17

18

19

20

21

22

Let me start by pointing out that there are several UNS Electric witnesses who are tiling

Rebuttal Testimony in addition to me. All of our Rebuttal Testimony should be taken as a

whole as our response to the other parties' Direct Testimony. However, there are a few

items that I will discuss in my Rebuttal Testimony that I wish to emphasize to the parties

and the Commission.

23

24

25

26

27

Firs t,  the  ra te  inc re a s e s  re com m e nde d b y the  Com m is s ion  S ta ff ("S ta ff") a nd  b y the

Re s ide ntia l Utility Cons um e rs  Office  ("RUCO") a re  ins ufficie nt to s us ta in the  ne ce s s a ry

le ve ls  of ope ra tion of UNS  Ele ctric. The  e nd re s ult of the ir re comme nda tions , if a dopte d,

would be  tha t UNS  Ele ctric  could s uffe r a  de gra da tion of re lia b ility a nd s e rvice  qua lity

a nd ,  the re fo re ,  ha ve  to  im m e dia te ly file  a no the r re q ue s t fo r a  ra te  inc re a s e . It  is

counte rproductive  to s ound regula tory principle s  (and the  be s t inte re s t of our cus tomers ) to

re quire  the  pa rtie s  to go to the  time  a nd e xpe ns e  of pre pa ring a nd a djudica ting a  s e rie s  of

A.

A.

A.

A.
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1

2

ra te  ca s e  a pplica tions  whe n the  ve ry is s ue s  tha t would be  pre s e nte d in thos e  future  ca s e s

ca n a nd s hould be  a ddre s s e d now.

3

4

5

6

7

8

Se cond, I a m a  s trong propone nt of CWIP  in ra te  ba se  in s itua tions  such a s  those  fa cing

UNS  Ele ctric a t this  time . The  s ingle  la rge s t fa ctor contributing to the  lowe r le ve l of ra te

re lie f be ing re comme nde d by S ta ff a nd RUCO is  the ir re je ction of the  Compa ny's  re que s t

to include  cons truction-work-in-progre s s  ("CWIP ") in ra te  ba se . Unfortuna te ly, re je ction

of CWIP  in ra te  ba se  in this  ca se  ignore s  the  financia l rea litie s  facing UNS Electric and its

9 cus tomers .

10

l 1

12

13

14

15

16

17

UNS Ele ctric's  se rvice  a re a s  a re  some  of the  fa s te s t growing in the  country. CWIP  in ra te

ba se  is  a ppropria te  in this  ca se  be ca use  UNS Ele ctric is  a dding ge ne ra tion, tra nsmiss ion

a nd dis tribution fa cilitie s  a t a  ra pid pa ce  to me e t this  growth. The  pa ra digm of a  his torica l

te s t ye a r, without CWIP  in ra te  ba s e , doe s  not time ly re cognize  the s e  e xpe ns e s  a nd

inve s tme nts  in ra te s . The  a ddition of CWIP  in ra te  ba s e  will provide  a  me cha nis m by

which the  cus tome rs  ca n be ne fit from the se  ne w fa cilitie s  a nd the  Compa ny will re ce ive

recovery of the  costs  incident there to a t the  same time.

18
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For example , in this  case , a  la rge  portion of the  CWIP, as  of the  end of the  Test Year (June

30, 2006) has  a lready been transferred to plant-in~service . Customers  a re  a lready rece iving

a  bene fit from this  inves tment, and the  cus tomer advances  re la ting to the se  projects  have

already been recognized as a  reduction to ra te  base . The CWIP ide ntifie d in the  Compa ny's

filing should be  included in ra te  base .

24

25

26

27

Third , the  Commis s ion s hould  a dopt the  Compa ny's  propos a l conce rning the  ne w Bla ck

Mounta in  Ge ne ra ting S ta tion ("BMGS "). Acquiring BMGS  is  ne ce s s a ry a nd is  in  the  be s t

inte re s t of the  Compa ny a nd its  cus tome rs  be ca us e  BMGS  will provide  the  Compa ny with

3



1 nume rous  ope ra tiona l a nd fina ncia l be ne fits  - which will be ne fit UNS Ele ctric's  cus tome rs

2

3

4

ove r the  long-te rm. Ne ithe r a  short-te rm purcha se d powe r a gre e me nt nor a n a ccounting

orde r a llowing cos t de fe rra ls  provide s  those  be ne fits , a nd ne ithe r will a llow the  Compa ny

to a cquire  BMGS

5

6

7 I

8

Fourth, it is  importa nt tha t the  Compa ny's  P urcha se d P owe r a nd Fue l Adjus tme nt Cla use

("P P FAC") re que s t in this  ca s e  be  a dopte d by the  Commis s ion. will brie fly dis cus s  a

proposa l tha t somewha t modifie s  our origina l PPFAC te s timony in this  case .

9

10

12

13

Fifth , it is  importa n t tha t UNS  Ele ctric  be  a b le  to  a ttra c t a nd  re ta in  a  qua lifie d  a nd

de dica te d work force  - a t a ll le ve ls . I think the  othe r pa rtie s ' proposa ls  to re je ct inclus ion

of cos ts  re la te d to compe nsa tion progra ms  unde rmine s  our a bility to do so a nd should be

re jected by the  Commiss ion.

14

15

16

As  e vide nce d by the  re butta l te s timony of othe r UNS  Ele ctric witne s s e s , the  Compa ny

disputes  va rious  othe r adjus tments  and recommenda tions  proposed by the  othe r pa rtie s  to

this  case .17

18

19

20

21

22

23

24

I indica te d pre vious ly tha t without the  ra te  incre a s e  le ve ls  re que s te d by the  Compa ny in

this  ca s e , UNS  Ele ctric could s uffe r in its  a bility to provide  s e rvice . UNS  Ele ctric would

a ls o be  dis a dva nta ge d a s  it a tte mpts  to fina nce  ne ce s s a ry fa cilitie s  to its  e ve r growing

s e rvice  te rritorie s . Equa lly dis turbing would be  the  s igna l tha t the  Commis s ion would be

se nding to UNS  Ele ctric, tha t ne w ge ne ra tion, tra nsmis s ion a nd dis tribution fa cilitie s  will

not be  re cognize d (in  a  time ly fa s hion, if a t a ll) in  ra te s  re ga rdle s s  of the ir ne e d a nd

25 prude nce .

26

27
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1 11. THE COMMISSION SHOULD INCLUDE ALL OF THE COMPANY'S CWIP IN

RATE BASE IN THIS CASE.2

3

4 Q.

5

What is the Company's overall reaction to Staff's and RUCO's recommendations

regarding CWIP?

Staff and RUCO recommend that none of the Company's CWIP be included in the UNS

Electr ic  ra te  base  in this  p roceed ing. The unfor tunate  consequence of these

recommendations is that the costs associated with many facilities that are now, or will

shortly be, in service (and providing valuable benefits to customers) will not be included

in the Company's rates in this case, thereby depriving UNS Electric of the revenues

associated therewith. This will have a negative impact on the operations, ability to

finance and fiscal health of UNS Electric.

I believe that CWIP should be allowed in rate base where there is rapid growth requiring

significant ongoing construction and when it is needed to maintain and protect a utility's

financial integrity. The UNS Electric situation meets both of these criteria.

6
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10
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2 0

21

22

23

2 4

Staff and RUCO rely upon an "extraordinary circumstances" test for inclusion of CWIP

in rate base. Unfortunately, neither Staff nor RUCO (i) provide any precedent in support

of its test, nor (ii) define what "extraordinary circumstances" are. I believe that to the

extent the Commission would apply an extraordinary circumstances test to determine

whether to include CWIP in rate base in this case, the UNS Electric situation would fall

under any reasonable definition of extraordinary circumstances.

25

26

27

Mr. Kenton Grant addresses the shortcomings of the other parties' opposition to the

inclusion of CWIP in rate based in this case in more detail in his Rebuttal Testimony.

A.

5



1 III. THE COMMISSION SHOULD GRANT THE COMPANY'S P ROP OS ED

TREATMENT OF THE BLACK MOUNTAIN GENERATING STATION.2

3

4 Q- Please explain your disagreement with Staff's and RUCO's rejection of the

Company's proposed treatment of BMGS.5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

I think RUCO and Staff are being short-sighted. We have presented evidence to show that

BMGS will be in commercial operation at or shortly after the time that an order in this case

will be issued. Also, BMGS will provide both financial and operational benefits to the

Company and its customers. As UNS Electr ic witnesses Mr.  Kevin Larson and Mr.

Michael DeConcini detail in their Rebuttal Testimony, (i) BMGS will provide numerous

financial benefits .. .  including improving UNS Electric's credit profile and allowing the

Company to a t t r act  f inancing on bet ter  t erms,  ( i i)  owning genera t ion r educes  the

Company's revenue requirement over the long-term because of depreciation and deferred

income taxes and adds to more long-tenn stability versus continually relying entirely on

purchased power agreements and market prices, and (iii) there are operational benefits to

UNS Electric owning BMGS - including added flexibility,  improved reliability,  better

efficiency and lower costs for delivery (because of BMGS' location).

25

26

27

I a m  pa rticula rly pe rple xe d by S ta ffs  com m e nts  a bout its  unce rta inty a bout the  e conom ics

of BMGS . I note  tha t cus tom e rs  of UNS  Ele ctric  - whe n the  e le c tric  a s s e ts  we re  owne d by

C it iz e n s  -  we re  fo rc e d  in to  a  s itu a t io n  wh e re  th e y fa c e d  p a yin g  fo r  $ 1 3 5  m illio n  o f

de fe rre d purcha s e d powe r cos ts . Thos e  cos ts  we re  the  re s ult of a  full re quire me nts  contra ct

s e t to  e xp ire  on  Ma y 31 ,  2008 .  Tha rNcfu lly,  we  d id  no t ha ve  to  co lle c t tha t m one y from

UNS  Ele c tric  cus tom e rs . The  dive rs ity a nd fle xibility tha t BMGS  provide s  the  Com pa ny in

the  fu ture  is  e xtre m e ly im porta n t to  cus tom e rs ,  a s  wa s  e v ide nce d  by the  s ce na rio  I jus t

de s c ribe d .  Inc lud ing  BMG S  cos ts  in  ra te  ba s e  will g ive  the  Com pa ny options  to  provide

e le ctric s e rvice  in a  wa y tha t is  be s t for our cus tome rs .

A.
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1 Q. What measures did the Company propose to give Staff and RUCO assurance about

its proposed treatment being known and measurable and to provide the Parties with

additional comfort?

2

3

4 First - to provide Staff and RUCO with additional comfort -- we indicated that we would

not seek to implement ra te  base  trea tment until after BMGS becomes commercia lly

ope rable . Even so, this  trea tment will not occur be fore  June  1, 2008. UNS Electric

commits to filing a project completion report before implementing the rate reclassification.

Also, the Company's proposed adjustment to rate base in this case for BMGS will be $60

million, this  is the minimum cost estimate for BMGS. No party disputes $60 million as the

minimum cost estimate. If the cost to complete BMGS were to be less than $60 million -

which is  extremely unlikely - the Company would then reduce the size of the requested

rate  reclassifica tion in proportion with the  change in the  final cost. If the  actual project

costs  exceed $60 million, then UNS Electric will not seek ra te  base  trea tment for any

additional amount until the Company's next rate case. So the $60 million is a cap on the

Company's requested treatment for this case. We hoped that these assurances would give

S ta ff a nd RUCO a mple  ba s is  to s upport wha t is  in the  long-te nn, a  be ne fit to our

cus tomers  o

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

22

Iv. THE COMMISSION SHOULD REJECT THE COMPENSATION RELATED

DISALLOWANCES PROPOSED BY OTHER PARTIES.

Q. Mr. Pignatelli, what do the other parties recommend regarding compensation

related costs in this case?23

24

25

2 6

27

A. S ta ff a nd RUCO re comme nd tha t none  of the  cos ts  a s s ocia te d with importa nt

compensation programs such as be recovered through rates.

A.

7



1 Q- Why are Staffs and RUCO's disallowance recommendations inappropriate?

2

3

4

S ta ff a nd RUCO fa il to re cognize  tha t the s e  progra ms  a re  importa nt a nd, I be lie ve ,

necessary to a ttract and keep a  qua lified and dedica ted workforce  a t UNS Electric. Ra ther

tha n a cknowle dging the se  be ne fits , S ta ff a nd RUCO me re ly look a t the se  progra ms  a s

unnecessa ry additiona l cos ts . Tha t is  inappropria te .

P rogra ms  such a s  UNS  Ele ctric's  P e rforma nce  Enha nce me nt P la n ("P EP ") a re  ge a re d

heavily toward providing bene fits  and reducing cos ts  to cus tomers , promoting sa fe ty and

incre a s ing cus tome r se rvice . The  P EP  progra m is  de s igne d to motiva te  a nd e ncoura ge

employees  to be  more  e fficient and improve  performance .

5

6

7

8

9

10

11

12

13

14

UNS  Ele ctric witne s s  Mr. Da lla s  J . Duke s  a ddre s s e s  this  is s ue  in  more  de ta il in  his

Rebutta l Tes timony.

15

16

17

18

19
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25

2 6

2 7

I n o te  th a t S ta ff a n d  RUCO  b o th  s e e m to  b a s e  s o me  o f th e ir a d ju s tme n ts  a n d

re comme nda tions  re ga rding compe nsa tion re la te d is sue d ba se d on the  Commis s ion's

tre a tme nt of S outhwe s t Ga s  Corpora tion ("S WG") in its  la s t ra te  ca se  __ De cis ion No.

68487 (Fe brua ry 26, 2006). This  compa ris on is  without me rit. UNS  Ele ctric a nd S WG

do not a lloca te  a ffilia te  cos ts  in the  same  fa shion. I be lieve  tha t the  way tha t we  do so is

bene ficia l for our cus tomers . For ins tance , UNS Electric directly a lloca te s  the  actua l cos t

for s e rvice s  tha t TEP  s ha re d s e rvice  de pa rtme nts  provide  to TEP  - ve rs us  us ing the

Ma s s a chus e tts  Formula  to indire ctly a lloca te  thos e  cos ts . This  s a ve s  UNS  Ele ctric

cus tome rs  $2.3 million. S ta ff a nd RUCO pe na lize  UNS  Ele ctric by fa iling to re cognize

this  importa nt diffe re nce . Als o, UNS  Ele ctric's  P EP  is  diffe re nt tha n S WG's  ince ntive

program, but those  diffe rences  apparently a re  not accounted for by Sta ff and RUCO.

S imila rly, UNS Electric a lso opposes  disa llowances  to the  Office rs ' Long-Tenn Incentive

Program, the  De fe rred Compensa tion P lan and the  Supplementa l Executive  Re tirement

A.

8



1

2

P la n ("SERP") because thos e cos ts re pre s e nt vita l components to a n ove ra ll compe titive

compensa tion program.

3

4 v. THE  C O MP ANY' S  P R O P O S E D C O S T O F  C AP ITAL S H0 ULD B E  ADO P TE D

B Y THE  C O MMIS S IO N.5

6

Q. Mr. Pignatelli, please summarize the Company's cost of capital recommendations in

its Direct Testimony?

As  Mr. Gra nt e xpla ine d in his  Dire ct Te s timony, the  Compa ny's  9.89% cos t of ca pita l

recommenda tion is  jus t and rea sonable . This  conclus ion was  based on an 11.8% cos t of

common e quity ca pita l, a n 8.22% cos t of long-te nn de bt a nd a  6.36% cos t of short-te rm

de bt, with a  ca pita l s tructure  cons is ting of 48.85% common e quity, 47.18% long-te rm

debt and 3.97% short-te rm debt. The  Company s tands  by its  recommendations .

Q. What are the cost of capital recommendations from Staff and RUCO?
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S ta ff re comme nds  a n ove ra ll cos t of ca pita l of 8 .97%, ba s e d on a  cos t of e quity of

l 0.00%, a  cos t of s hort-te rm de bt of 6.36%, a  cos t of long-te rm de bt of 8.16% a nd a

ca pita l s tructure  of 48.83% e quity, 3.96% short-te rm de bt, a nd 47.21% long-te rm de bt.

RUCO re comme nds  a n ove ra ll cos t of ca pita l of 8.67%, ba s e d on a  cos t of e quity of

93%, a  cos t o f long-te rm de b t o f 8 .22%, cos t o f s hort-te rm de b t o f 6 .36% a nd  a

hypothe tica l ca pita l s tructure  of 47.18% long-te rm de bt, 3 .97% s hort-te rm de bt a nd

48.85% e quity. Ne ith e r S ta ffs  n o r RUCO's  re co mme n d a tio n s  a re  s u ffic ie n t o r

re a sona ble . In his  Re butta l Te s timony, Mr. Gra nt de ta ils  the  proble ms  with both S ta ff's

and RUCO's  recommenda tions .
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1 Q. Would you highlight s ome of thos e  problems ?

2

3

4

I be lie ve  tha t the  a wa rde d re turn on e quity s hould be  comme ns ura te  with the  ris k the

Compa ny fa ce s . Ne ithe r S ta ff nor RUCO a ccount for the  incre a se d bus ine ss  risks  fa ce d

by UNS  Ele ctric , nor do  the y a ccount for the  Compa ny's  ne e d to  ra is e  s ubs ta ntia l

a d d itio n a l ca p ita l to  fu n d  th e  s ig n ifica n t a mo u n t o f g ro wth  o ccu rrin g  with in  th e

Compa ny's  se rvice  te rritory. Also, ne ithe r S ta ff nor RUCO did a ny a na lys is  on how the ir

re comme nda tions  a ffe ct the  Compa ny's  ca s h flow or e a rnings . The  Compa ny is  not

propos ing  a  ne w ra te ma king  me thodology, ra the r, UNS  Ele ctric  is  re que s ting  the

Co mmis s io n  to  lo o k a t th e s e  imp o rta n t fa c to rs  with in  th e  re g u la to ry fra me wo rk

established.

We  try to secure  capita l on the  bes t te rms  we  can for UNS Electric, so tha t the  Company

ca n continue  to provide  re lia ble  se rvice . Tha t is  not a n e a sy thing to do, a nd it is  ha rde r

when the  re turn on equity awarded is  the  same  a s  tha t of fa r le ss  riskie r companie s . The

bottom line  is  tha t the  Compa ny will be  a t a  compe titive  disa dva nta ge  whe n it come s  to

a ttra cting ca pita l compa re d to othe r utilitie s  if e ithe r S ta ffs  or RUCO re comme nda tions

a re  a dopte d. To put the  Compa ny in tha t pos ition is  not re a sona ble  to it a nd will not be

beneficia l to cus tomers  over the  long te rm.
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VI. P URCHAS E D P OWE R AND FUE L ADJ US TME NT CLAUS E .

Q- Is  UNS Elec tric  p ropos ing  a  PPFAC diffe ren t from the  mechanis m it p ropos ed  in  its

origina l ra te  cas e  filing?

22

23

24 A. Yes. The  Compa ny is  p ropos ing  a  modifica tion  to  the  P P FAC it p ropos e d  in  Mr.

De Concini's  Dire ct Te s timony. Es s e ntia lly, the  Compa ny's  ne w P P FAC is  the  s a me

P S A me cha nism tha t S ta ff propose d for AP S  in its  la s t ge ne ra l ra te  ca se  (De cis ion No.

25

26

27
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1 69963 (June  28, 2007), with the  exception tha t the re  is  no Trans ition Component, and is

virtua lly the  same  mechanism tha t was  recently filed in TEP 's  ra te  case .2

3

4 Q. Why is ONS Electric proposing this modification now?

The  Commiss ion recently approved S ta ffs  proposed PSA mechanism for APS , and TEP

re ce ntly file d a  me cha nism tha t wa s  de ve lope d a long the  line s  of S ta ff's  proposa l. UNS

Ele ctric be lie ve s  tha t S ta ffs  propos e d me cha nis m will be  e ffe ctive  in  mitiga ting the

vola tility in its  powe r s upply a nd de live ry cos ts  a nd be lie ve s  a  s imila r me cha nis m is

pre fe rable  to wha t the  Company origina lly filed in this  ca se .

Q. Pleas e  provide  more  de ta il on this  new propos ed PPFAC.

A. As  outline d in the  Compa ny's  propose d PPFAC P la n of Adminis tra tion ("POA"), a tta che d

a s  Exhibit MJ D-3 to Mr. De Concini's  Re butta l Te s timony, the  P P FAC Ye a r be gins  J une

IT a nd e nds  on  Ma y 31" of the  fo llowing ye a r. The  firs t fu ll P P FAC Ye a r in  which  a

P P FAC ra te  would a pply would be gin on June  1, 2008 a nd e nd on Ma y 31, 2009 ("2008

P P FAC Ye a r"). We  a re  a ls o propos ing tha t the  initia l P P FAC ra te  be  s e t a t ze ro in this

case  and the  firs t new PPFAC ra te  be  e s tablished for the  2008 PPFAC Year, a s  described

in Mr. De Concini's  Re butta l Te s timony.

Q- How is  the  PPFAC s truc tu re d?
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2.

Aga in , Mr. De Concini will provide  gre a te r de ta il on  the  P P FAC, but ge ne ra lly, UNS

Electric proposes  tha t the re  be  two primary components  to the  PPFAC ra te :

the  Forward Component, based on the  forecasted fuel and purchase  power costs  for

the  following ye a r, a nd

the  True -Up Compone nt, a  compa ris on of a ctua l fue l a nd purcha s e  powe r cos ts

with the  a mount UNS Ele ctric colle cte d through ba se  ra te s  a s  we ll a s  the  PPFAC

ra te  for the  prior yea r.

A.

A.
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1 Q. How will the  new PPFAC ra te  be  approved each  yea r?

2 ? u

3

4

UNS  Ele ctric propose s  a nnua l filings , with de s igna te d due  da te s , to cha nge  the  P P FAC

ra te  e ve ry twe lve  months . We  be lie ve  this  will provide  e nough fre que ncy to a llow the

Company to promptly recover fue l and energy cos ts  from cus tomers  without burdening the

Commis s ion with multiple  docke ts  in a  12-month pe riod. Unde r norma l circums ta nce s ,

the re  would only be  one  proce e ding e ve ry 12 months  to  a djus t the  P P FAC ra te . Mr.

De Concini will provide  more  de ta il on this  in his  Re butta l Te s timony.

VII. TIME-OF-USE AND DEMAND-SIDE MANAGEMENT.

Q. Has  UNS Elec tric  propos ed new TOU options ?

Ye s , UNS  Ele ctric ha s  propos e d ne wly de s igne d TOU ra te  options . S pe cifica lly, the

ne w s ma ll ge ne ra l

s e rvice , a nd ne w la rge  ge ne ra l s e rvice  (<l000 kw) cus tome rs , a s  we ll a s  a ll ne w a nd

e xis ting ge ne ra l s e rvice  cus tome rs  with ove r 1000 kilowa tt de ma nd a nd a ll ne w a nd

e xis ting La rge  P owe r S e rvice  cus tome rs . Exis ting re s ide ntia l a nd sma ll ge ne ra l s e rvice

cus tomers  will have  an opportunity to rema in on the  non-TOU pricing plans , or switch to

the  new TOU ra te s . The re  is no se rvice  cha rge  for switching to the  TOU a lte ra tive .

Compa ny's  propos a l re quire s  TOU ra te s  for a ll ne w re s ide ntia l,
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Q. Why is the Company proposing mandatory TOU?

Including TOU ra te s  within the  ove ra ll ra te  de s ign will provide  a  s tronge r price  s igna l to

cus tome rs  to s hift loa d out of the  critica l pe a k pe riod. Re ducing pe a k me a ns  tha t le s s

powe r will be  ne e de d whe n it is  mos t cos tly. Cons e que ntly, le s s  powe r will ha ve  to be

purcha s e d from the  s pot ma rke t during pe a k time s . This  will re s ult in s a vings  for the

Compa ny a nd its  cus tome rs . Give n the  Commis s ion's  s trong de s ire e  promote  e ne rgy

conse rva tion, I am surprised tha t the re  is  any opposition to manda tory TOU ra tes  for new

re s ide ntia l a nd sma ll comme rcia l cus tome rs .... as we ll a s  ma nda tory TOU ra te s  for a ll

A.

A.
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cus tomers  in othe r cla sse s . RUCO does  support implementing manda tory TOU ra te s  for

a ll ne w re s ide ntia l a nd sma ll comme rcia l cus tome rs  a nd for a ll ne w a nd e xis ting la rge r

genera l service  customers.

Q. What is your response to Staff's and RUCO's comments regarding UNS Electric's

proposed on-peak, shoulder and off-peak times?

Ge ne ra lly, it a ppe a rs  tha t S ta ff a nd RUCO support the  type  of supe r-pe a k ra te s  (limite d

number of on-pedc hours ) proposed by UNS Electric in this  ra te  case , a lthough the re  a re

still some rate  design issues to be addressed.
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Q- What about Staff and RUCO's Direct Testimony regarding other aspects of the

Company's proposed rate design?

I a m s urpris e d tha t the re  is  oppos ition to the  imple me nta tion of a  tie re d-inve rte d-block

ra te  s tructure . UNS  Ele ctric propos e d this  ra te  s tructure  for non-TOU cus tome rs  to

e ncoura ge  conse rva tion. I a m a wa re  tha t S ta ff a nd the  Commiss ion re comme nde d a nd

a pprove d inve rte d-block ra te s  for se ve ra l wa te r compa nie s  in re ce nt ra te  ca se s . I would

think tha t the re  would not be  a ny oppos ition for UNS Ele ctric to do the  sa me  thing now.

As  Mr. D. Be ntle y Erdwurm de scribe s  in his  Dire ct Te s timony, for non TOU-cus tome rs ,

re s ide ntia l a nd sma ll ge ne ra l s e rvice  cus tome rs  will now be  a ble  to purcha se  the ir firs t

400 kph pe r month a t a  one -cent pe r kph discount re la tive  to second block consumption

(ove r 400  kph  pe r month). This  a llows  cus tome rs  who a re  a ble  to cons e rve  to be

re wa rde d for the ir e fforts  to cons e rve  e le ctricity. Like  the  Compa ny's  TOU a nd DS M

proposa ls , the  inve rted block s tructure  is  a imed a t de fe rring capacity additions , reducing

peak demand, and keeping costs  low. The  second change  in res identia l and small genera l

s e rvice  ra te  de s ign is  the  e limina tion of s e pa ra te  ra te s  for Moha ve  a nd S a nta  Cruz

Countie s . Cons olida ting  ra te s  provide s  a  d is tinct be ne fit to  S a nta  Cruz County

customers . I encourage  the  consolida tion in this  case .

A.

A.
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1

2

3

4

Q- Will a n  a d d itio n a l witn e s s  te s tify in  re s p o n s e  to  S ta ff's  Dire c t Te s timo n y a b o u t

DS M?

Ye s . Ms . De nise  Smith, the  Dire ctor of Conse rva tion a nd Re ne wa ble  P rogra ms  a t TEP ,

is  providing Re butta l Te s timony on DS M is sue s . I will provide  some  ge ne ra l comme nts

here .

Q. Did UNS Elec tric  file  a  new DSM plan  in  a  s epa ra te  docke t?

Ye s . UNS  Ele ctric ta ke s  s e rious ly its  re spons ibility to imple me nt e ffe ctive  a nd e fficie nt

DSM progra ms . To tha t e nd, the  Compa ny continue d to re vie w pote ntia l DSM progra ms

a fte r it file d its  Applica tion on De ce mbe r 15, 2006. UNS  Ele ctric a ls o cons ide re d the

DS M comme nts  ma de  by pa rtie s  in die  UNS  Ga s  ra te  ca se  (Docke t No. G-04204A-06-

0463) a nd  in  TEP 's  Motion  to  Ame nd De cis ion  No. 62103  docke t (Docke t No . E-

01933A-05-0650). Accordingly, the  Compa ny tile d its  DS M P rogra m P ortfolio on J une

13, 2007 in Docke t No. E-04204A-07-0365 ("UNS  Ele ctric DS M Docke t"), a dding two

n e w DS M p ro g ra m s  a n d  e n h a n c in g  its  Dire c t Lo a d  C o n tro l ("DLC ") P ro g ra m

("Ame nde d  DS M P rogra m P ortfo lio"). Th is  Ame nde d  DS M P rogra m P ortfo lio  is

inte nde d to re pla ce  the  origina l DSM informa tion file d on De ce mbe r 15, 2006, a s  pa rt of

Mr. Fe rry's  Dire ct Te s timony.

Q- What are your general comments regarding Staff's DSM Direct Testimony?
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UNS  Ele ctric  a gre e s  with  S ta ffs  comme nts  a nd  re comme nda tions  re ga rd ing  DS M.

Furthe miore , the  Compa ny a gre e d  to  modify two  ma jor ite ms  in  Mr. Fe rry's  Dire c t

Te s timony whe n it file d its  Ame nde d DSM Progra m Portfolio in June :

l . UNS  E le c tric  a g re e d  to  re -ca te go rize  $20 ,000 , p re vious ly a lloca te d  to  the

Emergency Bill Ass is tance  component of the  LIW Program, to the  proposed Warm

Sprits  P rogra m. This  a mount will not be  iiunde d with DSM dolla rs ; a nd

A.

A.

A.
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1 UNS  Ele ctric a gre e d tha t its  TOU pricing pla ns  will not be  cons ide re d DS M, nor

will the se  pricing pla ns  be  funde d with DSM dolla rs .2

3

4 Q- What changes  is  UNS Elec tric  propos ing?
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In a ddition to the  DS M progra ms  file d in  Mr. Fe rry's  Dire ct Te s timony, UNS  Ele ctric

propos e d  Re s ide n tia l HVAC a nd  Comme rcia l Fa cilitie s  Effic ie ncy P rogra ms , a nd

e nha nce d its  DLC P rogra m in its  Ame nde d DS M P rogra m P ortfolio. The  Compa ny

re move d TOU from its  lis t of s pe cific DS M progra ms , a lthough it re ma ins  a n importa nt

pa rt of UNS  Ele ctric 's  DS M s tra te gy. As  it is  e s s e ntia lly a  ra te  de s ign is s ue , Mr. D.

Be ntle y Erdwurm a ddre s s e s  TOU ra te s  in  his  Dire ct a nd Re butta l Te s timonie s . Ms .

S mith provide s  gre a te r de ta il on the  Ame nde d DS M P rogra m P ortfolio in he r Re butta l

Te s timony.

Q. What about Staff's proposed DSM Adjustor Mechanism?

Th e  C o m p a n y a g re e s  with  S ta ffs  re c o m m e n d a tio n  to  u tiliz e  a  DS M Ad ju s to r

Me cha nis m. While  UNS  Ele ctric is  re que s ting a pprova l of the  DS M progra ms  in the

UNS  Ele ctric DS M Docke t, the  Compa ny re que s ts  tha t funding for the  DS M progra ms ,

through the  DS M Adjus tor Me cha nis m, be  a pprove d in this  docke t. Imple me nta tion of

the  Ame nde d DS M P rogra m P ortfolio s hould coincide  with, a nd is  continge nt upon,

Commiss ion a pprova l of the  DSM Adjus tor Me cha nism.

Q. What does the Company propose to collect in its initial DSM Adjustor Mechanism?
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The  Compa ny propose s  to colle ct 100 pe rce nt of its  Low-Income  We a the riza tion ("LIW")

P rogra m, a nd 25 pe rce nt of the  othe r progra ms , in its  initia l DS M Adjus tor Me cha nis m.

This  initia l a mount will find the  firs t ye a r s ta rt-up cos ts  for the  imple me nta tion of ne w or

enhanced programs.
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1 a m . RENEWABLE ENERGY STANDARD AND TARIFF.

2

3

4

5

6

Q- Will UNS  Ele c tric  c omply with  the  RES T ru le s ?

Ye s . UNS  Ele ctric will file  its  complia nce  pla n with the  Commis s ion within s ixty (60)

da ys  of the  e ffe ctive  da te  of the  RES T rule s . Mr. Thoma s  N. Ha nse n will re spond to Mr.

Ma grude r's  Dire ct Te s timony re ga rding the  Environme nta l P ortfolio S ta nda rd ("EP S ")

and the  REST in his  Rebutta l Tes timony.

IX. LO W-INC O ME  AND THE  C AR E S  P R O G R AM.

Q. Is the Company modifying its CARES proposal from its original Direct Testimony?

Ye s . We  ha ve  re cons ide re d our origina l propos a l a nd now offe r a  s e pa ra te  Me dica l

CARES  discount of $10.00 pe r month, or up to the  a mount of the  cus tome r's  bill if le s s

tha n $10.00. We  ma inta in  our propos a l for a  monthly $8.00 dis count, or up to  the

a mount of the  cus tome r's  bill if le s s  tha n $8.00. The  Compa ny s till be lie ve s  a  monthly

discount is  pre fe rable  to a  volume tric discount for the  rea sons  Mr. Erdvvurm describes  in

his  Direct and Rebutta l Tes timonies .

Q- Does that conclude your Rebuttal Testimony?
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Ye s  it doe s .
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I. INTRODUCTION.

Q- Please state your name and address.

My na me  is  Thoma s  J . Fe rry. My bus ine s s  a ddre s s  is  2498 Airwa y Ave nue , Kins ma n,

Arizona  86401 .

Q- Are you the same Thomas Ferry that filed Direct Testimony in this case?

Ye s .

Q- Have you reviewed the Direct Testimony filed by the Arizona Corporation

Commission Staff ("Staff"), the Residential Utility Consumer Office ("RUCO") and

other parties in this rate case?

Yes, I have .

Q- Which Commission Staff and/or Intervener testimony will you be addressing in your

rebuttal testimony?
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Twill be  address ing the  Direct Tes timonies  submitted by the  following witnesses :

Ms . Ma ryle e  Dia z Corte z on be ha lf of RUCO (Mis ce lla ne ous  S e rvice  Fe e s  a nd

Rules  and Regula tions)

Mr. Rodne y L. Moore  on be ha lf of RUCO (Adjus tme nts  to Ope ra ting Income  a nd

Expenses)

Ms . Julie  McNe e ly-Kirwa n on be ha lf of S ta ff (Low Income  Ass is ta nt P rogra ms)

Mr.  Bin g  E .  Yo u n g  o n  b e h a lf o f S ta ff (F re e  F o o ta g e  Allo wa n c e  a n d  Bill

Es tima tion)

Mr. S teve  Taylor on beha lf of S ta ff (Re liability and Used And Use ful Assessment)

1



11. REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ.

Q, Do you agree with Ms. Diaz Cortez's recommendation for billing and collection

notice s ?

No. It a ppe a rs  the re  ma y be  s ome  confus ion a bout wha t UNS  Ele c tric  is  re que s ting. The

prima ry purpos e  of the  re comme nde d cha nge s  wa s  to a void confus ion for cus tome rs  s e rve d

by bo th  UNS  E le c tric  a nd  UNS  Ga s .  Unde r UNS  E le c tric 's  p ropos a l,  a ny pa yme n t no t

ma de  a fte r te n da ys  from whe n the  bill wa s  re nde re d is pa s t due . The n, a n a dditiona l ffte e n

da ys  mus t e la ps e  be fore  the  b ill will be  cons ide re d  de linque nt. S o , 25  da ys  go  by from

wh e n  a  b ill is  re n d e re d  u n til it b e c o m e s  d e lin q u e n t. Th is  is  more  ge ne rous  tha n  the

Commis s ion 's  rule s  - A.A.C. R14-2-210.C. - which s ta te s  tha t "a ny bill for utility s e rvice s

a re  due  a nd pa ya ble  no la te r tha n 15 da ys  from the  da te  of the  bill," a nd "[a ny] pa yme nt not

re c e ive d  with in  th is  tim e -fra m e  s ha ll be  c ons ide re d  de linque n t a nd  c ou ld  inc u r a  la te

pa yme nt cha rge ."
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Als o - contra ry to  Ms . Dia z Corte z 's  Dire c t Te s timony .- the  numbe r of da ys  from the  b ill

da te  to  the  re minde r notice  be ing  ma ile d  is  uncha nge d a t 26  da ys . The  Compa ny would

the n give  a t le a s t a  5-da y a dva nce  writte n notice  of s e rvice  dis conne ction following the  bill

be coming de linque nt. The  a ctua l dis conne ction would not occur be fore  the  31S t da y of the

norma l billing cycle . UNS  Ele ctric  would propos e  to a pply the  la te  pa yme nt a s s e s s me nt on

de linque nt bills  only (i.e ., 25 da ys  a fte r the  da te  the  bill is  re nde re d). The  s ugge s te d rule

la ngua ge  ca n be  modifie d to c la rify tha t the  la te  pa yme nt cha rge s  would be gin on the  da y

a fte r the  de linque ncy da te  o r 26  da ys  a fte r b illing . The  Compa ny fe e ls  tha t a n  a ve ra ge

thirty da y billing/colle c tion cyc le  is  re a s ona ble  a nd a voids  ca rrying ove r ba la nce s  to  the

ne xt b illing  pe riod  on a  routine  ba s is . The  Compa ny will continue  the  curre nt pra c tice  of

working with cus tome rs  tha t re que s t or a re  in ne e d of pa yme nt e xte ns ions  .

A.
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Q. Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?

A. Ye s .
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4 111. REBUTTAL TO RUCO WITNESS RODNEY L. MOORE.

5

Q- Do you agree with Mr. Moore's Direct Testimony and the adjustments he made to

Operating Expenses regarding the call center?

No . Mr. Moore  s ta te d tha t the  inte gra te d ca ll ce nte r doe s  not provide  improve d s e rvice  for

UNS  E le c tric  cus tom e rs . Th is  is  no t c o rre c t. Un iS ourc e  now ha s  a  c ons o lida te d  c a ll

c e n te r  s u p p o rt in g  UNS  G a s ,  UNS  E le c t r ic ,  In c .  a n d  TE P . All s h a re  in  p a y in g  th e

s ign ifica n t cos t o f s upporting  th is  ce n te r ba s e d  on  proportiona l us a ge . The  Com pa ny's

re s pons e  to  RUCO's  Da ta  Re que s t No. 2 .14 de ta ils  the  s ignifica nt s ide s  m a de  to  im prove

cus tome r s e rvice . Tha t re s pons e  highlights :

Tha t 8.5 hours  pe r da y of cove ra ge  ha s  be e n e xpa nde d to 12 hours  pe r da y,

Tha t a n WR ca pa bility ha s  be e n a dde d;

Tha t a n a s s is te d cre dit ca rd pa yme nt option ha s  be e n a dde d,

Tha t de dica te d Cus tome r S e rvice  Re pre se nta tive s  ha ve  be e n a dde d,

237 trunk line s  now a va ila ble ;

Tha t cus tome rs  in Moha ve  a nd S a nta  Cruz countie s  ca n now ca ll one  phone  numbe r

for both ga s  a nd e le ctric  inquirie s ; a nd

Tha t e xte ns ive  ca ll volume  tra cking a nd a utoma te d ca ll routing is  now a va ila ble
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These  facts  a re  undisputed. So Mr. Moore  is  incorrect when he  s ta tes  tha t the  same leve l of

se rvice  exis ts  today as  in the  pre -consolida tion of the  ca ll cente r.

Furthe r, Mr. Moore  utilize s  a  Commiss ion re port to conclude  tha t the  proportion of qua lity

of se rvice  compla ints  in 2004 and 2007 a re  identica l a t a  va lue  of 15.3% of compla ints  tiled

3
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with the  Commis s ion. Howe ve r, the  "qua lity of s e rvice " de s igna tion is  ra the r broa d a nd

include s  is sue s  tha t do not ne ce s sa rily involve  a n inte ra ction with the  ca ll ce nte r. Is sue s

which may be  coded a  qua lity of se rvice  compla int include  Fie ld or P remise s  Vis it, Outage

or Inte rruptions , Voltage , and fina lly the  ca tch a ll ca tegory of Othe r.

Q, Why did the Company transfer its call center functions over to a consolidated call

center at TEP?
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A. Firs t, UNS Ele ctric did not ha ve  a  ca ll ce nte r. The  Compa ny ha d diffe re nt phone  numbe rs

for va rious  loca tions  with in  Moha ve  a nd  S a nta  Cruz countie s . The  Compa ny wa s

s truggling with ca ll volume  be fore  routing cus tome r ca lls  to the  ca ll ce nte r. P re vious ly we

ha d thre e  to s ix e mploye e s  a t a  time  a nswe ring ca lls  - in a ddition to othe r dutie s  - a t thre e

diffe rent office s . Today the re  a re  norma lly 65 cus tomer se rvice  repre senta tive s  answering

ca lls  with a  tota l ca pa bility of 80 cus tome r s e rvice  re pre s e nta tive s  a va ila ble  during high

volume  times . The  previous  phone  sys tems were  only capable  of handling 24 ca lls  a t once

counting inte rna l tra ffic. The re  we re  fre que nt time s  tha t cus tome r compla ine d a bout not

be ing a ble  to re a ch a  re pre se nta tive . Whe n a n outa ge  occurre d the  conditions  we re  e ve n

worse  because  the  phone  sys tem would quickly ove rload re sulting in a  busy s igna l for the

cus tome r. The  cons olida te d ca ll ce nte r ha s  237 line s  a nd s ophis tica te d ca ll routing a nd

monitoring e quipme nt to a s sure  se rvice  qua lity. Furthe rmore , the  ca ll ce nte r e nvironme nt

ha s  gre a tly improve d e mploye e  tra ining a .nd more  cons is te nt a pplica tion of compa ny

policie s . This  wa s  a  cha lle nge  in the  individua l bus ine s s  office s  whe re  e mploye e s  we re

pe rforming multiple  ta sks .
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Ba s ica lly, the  s ys te m could not continue  a s  it wa s  configure d with the  high cus tome r

growth the  Company was  experiencing and would have  required a  s ignificant inves tment in

new systems, phone  lines , personne l, facilities  and increased s ta ffing and supervis ion leve ls

to provide  adequa te  cus tomer se rvice . This  was  rega rdle ss  whe the r ca ll cente r ope ra tions

4



we re  me rge d or not. The  s olution tha t ma de  the  mos t s e ns e  wa s  to tra ns fe r the

responsibilities to the TEP call center and td<e advantage of only paying that portion of the

fixed cost re la ted to what UNS Electric used ra ther than it making a ll of the  investment

its e lf

Q. Have costs and service levels changed?

Yes. Costs in total have increased, but the costs had to increase if we were to stayahead o f

increasing ca ll volumes. UniSource  Energy chose  to integra te  the  ca ll center function

because of the investment and technology already in place at the existing TEP call center

facility, rather than duplicate a call center elsewhere. To do the latter would have been less

cost-effective. Any new investment in additional staff and technology equipment required

to provide the above service levels would have been even more significant proportionately

to UNS Electric than the existing allocation of costs.

Q- Do you agree with Mr. Moore's assumption regarding training cost disallowance?
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A. No. MARC tra ining is  jus t one  of a  core  s e t of tra ining initia tive s  to improve  e mploye e

skills . The  Compa ny will continue  to provide  e mploye e  tra ining a nd the  cos ts  of such will

be  ongoing. Tra in ing  is  ne ce s s a ry to  e ns ure  re lia b ility o f s e rvice  a nd  a  s a fe  work

e nvironme nt for our e mploye e s . The  type s  of tra ining we  typica lly will ha ve  e mploye e s

undertake  include :

supe rvisory and communica tions  skills ,

extens ive  sa fe ty tra ining,

environmenta l educa tion re la ted to handling of hazardous substances  and protection

of protected plants  and animals; and

te chnica l job re la te d tra ining for cus tome r se rvice  spe cia lis ts  a nd re pre se nta tive s ,

engineering, metering, construction and maintenance  personnel.

A.
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I a m confide nt tha t RUCO be lie ve s in continuous  e mploye e  de ve lopme nt provide d by

good tra ining programs tha t improves  se rvice  to customers .

Q- Do you agree with Mr. Moore's adjustment for unnecessary expenses?
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A. Not e ntire ly. The  Compa ny did ca re fully re vie w the  work pa pe rs  provide d by Mr. Moore

as  part of our response  to RUCO Data  Request No. 5.01 and agreed to removing a  number

of e xpe nse s  for va rious  re a sons . We  provide d e xpla na tions  for othe r e xpe nse s  which Mr.

Moore  had assumed were  e ither extensive  or inappropria te  because  he  did not have  backup

de ta ils  a va ila b le  in  h is  in itia l re vie w. For e xa mple , he  a s s ume d tha t purcha s e s  from

Wa lgre e n, Wa l-Ma rt or Home  De pot we re  ina ppropria te  while  we  ofte n us e  the s e  loca l

s tore s  for misce lla ne ous  office  supplie s  or sma ll tools  a nd ha rdwa re  for the  cons truction

cre ws . The  Compa ny ofte n de pe nds  on bus ine sse s  within the  communitie s  we  se rve  a s  a

source  for supplies .
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Mr. Moore  a lso ignore d our e xpla na tion of me a ls  e ithe r purcha se d in loca l re s ta ura nts  or

brought into office  me e tings .1 All of the s e  me a ls  we re  for bus ine s s  re a s ons  or during

e mploye e  tra ining. Ma ny time s  our e mploye e s  work through the ir norma l pe rs ona l lunch

pe riod  in  orde r to  comple te  a  pro je ct or tra in ing  s e s s ion . This  dire ctly be ne fits  the

cus tomers  because  the  employees  a re  in fact be ing more  e fficient and productive . Many of

our tra ining cla sse s  a re  conducted in one  of our Northe rn Arizona  loca tions  for employees

from both UNS Electric and Gas . This  is  le ss  cos tly for our cus tomers  than conducting the

s a me  cla s s e s  a t multiple  time s  in s e ve ra l loca tions . It is  unre a s ona ble  for Mr. Moore  to

s imply re je ct va lid re a s ons  for s uch e xpe ns e s . For e xa mple , h is  de nia l of a  s pe cific

e xpe ns e , s uch a s  a  ba rbe que  grill, ignore s  the  fa ct tha t it wa s  purcha s e d to  conduct

employee  apprecia tion hamburge r lunches  following extraordina ry e fforts  these  employees

1 In fact, many of his "out of state" assumptions were in fact local restaurant charges.
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during a  seve re  s torm season. These  employees made those  extraordina ry e fforts dire ctly

for the  cus tomer's  bene fit. We  a ll unde rs tand tha t hourly employees  a re  pa id for the  hours

the y work, but it is  my be lie f tha t showing a ppre cia tion for e fforts  a bove  a nd be yond the

ca ll of duty is  not only the  right thing to do but a lso tra ns la te s  to improve d s e rvice  to our

cus tome rs . Furthe rmore , it is  common in our sma ll communitie s  for e xe mpt e mploye e s  to

show up without be ing asked to work a long s ide  the  non-exempt s ta ff ma lting cus tomer ca ll

backs , de live ring food to crews  in the  fie ld , or supporting the  dispa tche rs  in tracking s torm

re s tora tion progre s s  on ma ps . All of this  re s ults  in  quicke r powe r re s tora tions  for our

customers  and improved sa fe ty for our fie ld personne l.

Fina lly, a ir tra ve l for the  purpose s  of compa ny tra ve l be twe e n a  dis tn'ct office  in Kinsma n

to the  Tucs on office  by a n e ngine e r or ma na ge r to conduct bus ine s s  wa s  a ls o de e me d

ina ppropria te . Howe ve r, ma ny time s  the s e  we re  ve ry long s ingle -da y round hips  which

we re  in fa ct more  productive  a nd le s s  e xpe ns ive  tha n driving live  hours  e a ch wa y a nd

s taying ove rnight.

Q- Does that conclude your rebuttal to Mr. Moore's Direct Testimony?

A. Yes, it does .
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Iv . R E B UTTAL TO  S TAF F  WITNE S S  J ULIE  MC NE E LY-KIR WAN.
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Q, Mr. Fe rry, c o u ld  yo u  p le a s e  s u m m a rize  yo u r  re vie w S ta ff witn e s s  Ms . Mc Ne e ly

Kirwa n 's  Dire c t Te s timony?

Ye s . I ge ne ra lly a gre e  with  mos t of Ms . McNe e ly-Kirwa n's  re comme nda tions . The

Company has  suggested a  number of changes  to ass is t low income customers  and agrees

with the  re comme nda tions  to ma ximize  pa rticipa tion by e s ta blishing communica tion with

Arizona  He a lth Ca re  Cos t Conta inme nt S ys te m ("AHCCCS ") to a s s is t with ide ntifying

A.
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e ligible  cus tome rs  a s  is  curre ntly done  with othe r community a s s is ta nce  a ge ncie s . UNS

Ele ctric propos e d to  imple me nt the  Wa rm S pirits  progra m s imila r to  UNS  Ga s . The

Company agrees  with Ms. McNee1y-Kirwan's  sugges tion for adminis tra tion and promotion

of tha t program.

Q, Do you have any comments about Ms. McNeely-Kirwan's recommendations for

Medical CARES disconnects?

Ye s . Ms . McNe e ly-Kirwa n corre ctly s ta te d tha t the  Compa ny dis conne cte d s ix Me dica l

CARE S  a c c o u n ts  d u rin g  th e  te s t ye a r. The  Compa ny unde rs ta nds  the  s pe cia l

circums ta nce s  of Me dica l CARES  cus tome rs  a nd ha s  ma de  a n e xtra  e ffort to a void a ny

dis conne ction of s e rvice s . Ea ch dis conne ct wa s  done  only following e xte ns ive  re s e a rch

and a ttempts  to contact the  cus tomer. In five  of the  s ix ca se s , the  pe rson tha t qua lified for

the  Me dica l CARES  ta riff wa s  no longe r a t the  s e rvice  loca tion. The  othe r cus tome r,

a ccount #580688, wa s  se t up in the  sys te m origina lly a s  a  CARES  - Me dica l cus tome r in

e rror. He r a pplica tion wa s  a ctua lly for re gula r CARES  only. This  we  be lie ve  ma y ha ve

ca us e d s ome  confus ion inte rna lly a nd could ha ve  contribute d to the  dis conne ct in J une

2006. The  same  cus tomer moved to a  diffe rent address  in January 2007 and did not make

a pplica tion a s  a  CARES  cus tome r. The  a ccount is  curre ntly cla s s ifie d a s  a  Re s ide ntia l

cus tomer only.
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Th e  Co mp a n y is  o p e n  to  me e tin g  with S ta ff a nd othe r inte re s te d pa rtie s  re ga rding

inte rpre ta tion of rule s  a nd re vis ing pra ctice s  to a ddre s s  conce rns . Als o - in light of the

conce rns  the  P a rtie s  ra is e d in this  ca s e  - the  Compa ny ha s  re cons ide re d its  CARES

proposa l. UNS Electric now proposes  a  sepa ra te  monthly Medica l CARES discount of $10

pe r month, tha t Mr. Erdwurm describes  furthe r in his  Rebutta l Tes timony.

A.
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Q- Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony?

Yes, it does .

v. REBUTTAL TO S TAFF WITNES S  BING E . YOUNG.

Q- Do you agree with Mr. Young's testimony regarding line extension tariff changes?
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No. The  recommended changes  proposed by the  Company were  made  to cla rify language

to  a vo id  cus tome r confus ion  a bout curre n t la ngua ge , upda te  po lic ie s  to  fo llow the

Commission's  rules  and to be  more  consis tent with UNS Gas and TEP rules  as  appropria te .

Subsection 6.2.a . of the  Rules  and Regula tions  was changed to a llow only one  span of wire

from e xis ting fa cilitie s  to  the  cus tome r's  point of s e rvice . The  Compa ny s ugge s te d a

re duction in the  s e rvice  line  e xte ns ion policy which curre ntly a llows  150 fe e t of s e rvice

wire  and one  ca rryove r pole . This  change  would recognize  tha t e ach cus tomer will have  a

s e rvice  drop; but if a n individua l de s ire s  to loca te  the ir point of s e rvice  furthe r from the

lines  than one  span, they should pay for the  longe r line . The re fore , Mr. Young's  s ta tement

tha t the  Company is  propos ing an increase  in the  footage  is  not correct. In Subsection 9.D.

of the  Rule s  a nd Re gula tions  the  Compa ny propose d combining the  curre nt dis tn'bution

line  footage  a llowance  of 400 foot with a  se rvice  a llowance  of 100 fee t for the  tota l of 500

foot pe r cus tomer; the  combined tota l be ing 50 foot and one  ca rryove r pole  le ss  than wha t

is  currently a llowed pe r cus tomer.

Furthe r, Mr. Young mus t re cognize  the  impa cts  his  propos a l will ha ve . The  Compa ny

be lie ve s , ge ne ra lly, tha t growth should pa y for growth. But we  a lso fe e l tha t growth is , in

fact, good for the  communitie s  we  se rve . Removing the  free  footage  a llowance  would be  a

ma jor shift in policy, which would be  contra ry to the  e conomic de ve lopme nt e fforts  of the

communitie s  tha t UNS Ele ctric se rve s . S ta ff mus t re cognize  tha t the  cons truction indus try

is  a  ma jor drive r of the  loca l economy in rura l communitie s  such a s  Kingman, Lake  Havasu

A.

A.
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City a nd Noga le s . UNS  Ele ctric 's  po licy of re quiring  de ve lope rs  to  a dva nce  funds

ne ce s s a ry to ins ta ll e le ctric fa cilitie s  with re funds  only ma de  for pe rma ne nt cus tome r

a dditions  e limina te s  the  ris k to othe r ra te  pa ye rs  a nd the  Compa ny. We  be lie ve  tha t

e limina ting the  opportunity for de ve lope rs  to re cove r a dva nce s  to the  Compa ny ma de  for

e le ctric fa cilitie s  could ha ve  fa r-re a ching, ne ga tive  impa ct on de ve lopme nt in our s e rvice

te nitorie s .

Q, Do you agree with Mr. Young's testimony regarding bill estimation?

A. The  Compa ny is  not a wa re  of "cus tome r confus ion" a bout the  curre nt me thodology of

e s tima ting bills , but is  open to reviewing policie s  to addre ss  the  new cha llenges  pre sented

to UNS Ele ctric a nd its  cus tome rs  whe n time -of-use  billing is  offe re d to a  la rge r cus tome r

base.

Q, Does that conclude your rebuttal to Mr. Young's Direct Testimony?

A. Yes, it does .

v. RE BUTTAL TO  S TAFF WITNE S S  S TE VE  TAYLO R.

Q, Mr. Fe rry, p le a s e  s umma rize  your vie w o f the  d ire c t te s timony file d  by S te ve  Ta ylo r

on beha lf of s ta ff.

The  Company genera lly agrees  with recommenda tions  made  by Mr. Taylor.
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Q- Do you have any comments regarding reliability suggestions made by Mr. Taylor?

Ye s ,  I d o . Mr. Ta ylo r no te d  in  h is  Dire c t Te s timony tha t UNS  E le c tric 's  Moha ve

ope ra tions  s hould cons ide r im proving  re lia b ility tra cking . In  re s p o n s e ,  UNS  E le c t  in

Moha ve  is  upda ting our Globa l Pos ition Sys te m/work orde r sys te m, which will include  the

imple me nta tion of a n a utoma te d outa ge  ma na ge me nt s ys te m. Th is  will e n a b le  th e

A.

A.

1 0



Compa ny to  tra ck pe rforma nce  of individua l fe e de rs  a s  Mr. Ta ylor s ugge s te d. The

Compa ny will re vie w othe r me a s ure me nt s ugge s tions  Mr. Ta ylor ma de  for imme dia te

imple me nta tion which will re sult in improve d indus try indice s  compa risons .

Q- Mr. Taylor suggested that the Company should review the application of lightning

arresters for lines in addition to equipment protection.

A. The Company will review the  applica tion of lightning a rres te rs  on feeders  in the  next

twelve months.

Q, Do you agree with Mr. Taylor's suggestions for London Bridge Substation?

We apprecia te  the  recommenda tion from Mr. Taylor rega rding the  ba rbed wire  on the  ga te

a nd oil conta inme nt. The gate re pa irs  we re  comple te d imme dia te ly a fte r Mr. Ta ylor's  vis it.

The original substation was constructed in the early 1970's  before oil containment was

recommended. The  new power transformer does  include  oil conta inment. A S p ill

Prevention Control and Countermeasure Plan ("SPCC") for the London Bridge Substation

was prepared and certified by an Arizona registered Professional Engineer that addressed

the existing transformers. Since that time, EPA promulgated amendments to the SPCC

regulations, which among other things , clea rly es tablished the  applicability of SPCC

re quire me nts  to oil-fille d e le ctrica l e quipme nt, a nd a llowe d for gre a te r fle xibility in

meeting secondary containment requirements. The effective date of these rule amendments

is  July 1, 2009. UNS Electric is  currently in the  process  of revis ing its  SPCC plans  in

accordance with the amended regulations.

Q- Does  th is  conc lude  your rebutta l to  Mr. Taylor's  Direc t Tes timony?
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A. Yes, it does .
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Q- Does this conclude your Rebuttal Testimony?1
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Ye s , it doe s .
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1. INTRODUCTION.

Q, Please state your name and address.

A. My name  is  Kenton C. Grant. My bus iness  address  is  One  South Church Avenue , Tucson,

Arizona , 85701.

Q, Are you the same Kenton C. Grant that filed Direct Testimony in this case?

A. Ye s .

Q, Have you reviewed the Direct Testimony filed by the Commission Staff and

Interveners in this case?
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A. Yes, I have.

Q- Please provide your general response to the Commission Staff and Intervenor

testimony.15
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The  ra te  increases  recommended by the  Commiss ion S ta ff ("S ta ff") and by the  Res identia l

Utility Cons ume rs  Office  ("RUCO") a re  c le a rly ins u ffic ie n t to  s upport the  fina ncia l

inte grity of UNS  Ele ctric, Inc. ("UNS  Ele ctric"). Ne ithe r pa rty pre s e nte d a n a na lys is  of

how the ir re comme nda tions  would impa ct the  Compa ny's  ca s h How a nd e a rnings , two

critica l e le me nts  to cons ide r whe n e va lua ting the  a bility of UNS  Ele ctric to a ttra ct ca pita l

on reasonable  te rms . Under S ta ffs  proposed revenue  requirement, the  Company's  ea rned

re turn on e quity ("ROE") is  proje cte d to be  only four to five  pe rce nt in the  firs t full ye a r

tha t ne w ra te s  a re  in e ffe ct. This  ROE is  s ubs ta ntia lly lowe r tha n the  a llowe d ROE a ny

P a rty is  re comme nding in this  ca se , a nd is  e ve n lowe r tha n the  Compa ny's  cos t of de bt.

Due  to the  impact of regula tory lag and the  ra temaking adjus tments  proposed by S ta ff and

RUCO, the  end re sult of the ir recommenda tions  is  to deny UNS Electric any opportunity to

cam a  reasonable  ra te  of re turn as required under the Hope  a nd Blue fe ld court de cis ions . I

A.

1



note  he re  tha t S ta ff and RUCO discuss  both Hope  a nd Blue fe ld in the ir re s pe ctive  Dire ct

Te s timonie s , Mr. Willia m A. Rigsby doe s  so in his  Dire ct Te s timony a t pa ge s  6 through 7,

while  Mr. David Purce ll does  so in his  Direct Tes timony a t pages  5 through 7.
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The  s ingle  la rge s t fa ctor contributing to the  lowe r le ve l of ra te  re lie f be ing re comme nde d

by S ta ff a nd RUCO is  the ir re je ction of the  Compa ny's  re que s t to include  cons truction

work-in-progre s s  ("CWIP ") in ra te  ba se . Unfortuna te ly, this  pos ition a ppe a rs  to be  ba se d

la rge ly on philos ophica l grounds  a nd doe s  not ta ke  into a ccount the  fina ncia l re a litie s

fa cing UNS  Ele ctric a nd the  fa cts  I pre s e nte d in  my Dire ct Te s timony. Like wis e , the

Compa ny's  a lte rna tive  re que s t to include  a  pos t-te s t-ye a r a djus tme nt to ra te  ba s e  wa s

summarily dismissed by both pa rtie s . And s ince  ne ithe r S ta ff nor RUCO adjus ted the  te s t-

ye a r ba la nce  of cus tome r a dva nce s  tha t a re  tie d to the  Compa ny's  CWIP  ba la nce , the

pos itions  ta ke n by S ta ff a nd RUCO a ctua lly s e rve  to pe na lize  UNS  Ele ctric for ha ving a n

ongoing cons truction progra m. At a  minimum, the  ba la nce  of cus tome r a dva nce s  re la te d

to the  te s t ye a r CWIP  ba la nce  should ha ve  be e n re move d by the  Commiss ion S ta ff a nd

RUCO as additiona l ra te  base  adjustments .

25

26

27

F in a lly,  th e  a llo we d  RO E  a n d  o ve ra ll ra te  o f re tu rn  ("RO R") o n  in ve s te d  ca p ita l

recommended by S ta ff and RUCO are  unreasonably low in light of the  bus iness  risks  faced

by UNS Ele ctric, the  e xtra ordina ry impa ct of growth a nd re gula tory la g on the  Compa ny's

fina ncia l pe rforma nce , a nd the  ne e d to ra is e  a dditiona l ca pita l for pla nt inve s tme nt. The

cos t of capita l witne sse s  for S ta ff and RUCO s imply ba se  the ir ROE recommenda tions  on

a n a na lys is  of la rge  publicly-tra de d compa nie s  ha ving a  s ignifica ntly lowe r ris k profile

re la tive  to  UNS  Ele ctric . De s pite  the  fa ct tha t a ll of the s e  compa nie s  curre ntly pa y

common dividends  and enjoy inves tment-grade  credit ra tings , a ttribute s  tha t UNS Electric

does  not share , ne ither witness  acknowledged the  additiona l risk and required ra te  of re turn

a s s ocia te d with a n e quity inve s tme nt in UNS  Ele ctric. Additiona lly, in  qua ntifying the

2



ove ra ll ROR to be  a pplie d to  fa ir va lue  ra te  ba s e  ("FVRB"), S ta ff ha s  propos e d a

me thodology tha t is  ma the ma tica lly e quiva le nt to the  "ba cking in" me thod tha t wa s

e xpre s s ly re je cte d in a  re ce nt Arizona  Court of Appe a ls  ruling involving Cha pa rra l City

Wa te r Compa ny ("Cha pa rra l de cis ion"). S ta ff's  me thodology s hould be  re je cte d a nd

replaced with a  methodology that actually gives  credence to FVRB in setting ra tes .

Q- Which Commission Staff and/or Intervenor testimony will you be addressing in your

Rebuttal Testimony?

I will be  addres s ing the  tes timony of the  following witnes ses :

Mr. William A. Rigs by on beha lf of RUCO (Cos t of capita l)

Ms . Marylee  Diaz Cortez on behalf of RUCO (CWIP in ra te  base)

Mr. David C. Parce ll on behalf of Staff (Cos t of capita l & CWIP in ra te  base)

Mr. Ralph C. Smith on behalf of Staff (CWIP in ra te  base)

II. REBUTTAL TO RUCO WITNES S  WILLIAM A. RIGS BY.

Q- Mr. Grant, could you please summarize your view of Mr. Rigsby's Direct Testimony?
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Yes . While  Mr. Rigsby concurs  with the  Company's  proposed capita l s tructure  and cos t of

debt, the  a llowed ROE of 9.3% recommended by Mr. Rigs by is  unrea s onably low. This

recommended ROE is  unreasonably low for three reasons . Firs t, it is  based in large part on

a  fla we d dis counte d ca s h flow ("DCF") a na lys is  for a  s a mple  group of publicly-tra de d

electric utilities . Second, it does  not re flect the  subs tantia l diffe rence  in risk be tween UNS

Electric and his  proxy group of e lectric utilitie s . And third, it is  ins ufficient to s upport the

financia l integrity of UNS Electric, a  concept tha t Mr. Rigs by acknowledges  in dis cus s ing

the Hope  a nd Blue fe ld cases  at page 6, lines  18 through 22, of his  Direct Tes timony.

3



Q. Please explain why you consider Mr. Rigsby's DCF analysis to be flawed.

Ce rta inly. As  ca n be  s e e n on S che dule  WAR-2 a tta che d to his  dire ct te s timony, Mr.

Rigs by us e s  divide nd growth ra te s  for his  proxy group ra nging from a  low of 2.52% for

UIL Holdings  to a  high of 6.01% for NS TAR. S ince  the s e  growth ra te s  a re  us e d by Mr.

Rigs by in a  s ingle -s ta ge  cons ta nt growth DCF mode l, he  implicitly a s s ume s  tha t the s e

g ro wth  ra te s  will re ma in  in  e ffe c t in  p e rp e tu ity. From the  s ta ndpo in t o f ma rke t

expecta tions , there  a re  two se rious  problems with this  assumption.
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Firs t, compa re d to mos t indus trie s , the  e le ctric  utility indus try re ma ins  highly re gula te d

and is  fa irly homogeneous  with re s pect to s e rvice  offe rings  and type  of capita l inves tment.

Although ne a r-te rm e xpe c ta tions  for d ivide nd  a nd  e a rn ings  growth  ca n  va ry wide ly

be twe e n individua l compa nie s , ove r the  long-run it is  unre a lis tic to a s s ume  s uch a  wide

dive rgence  in growth ra te s  and s ha reholde r re turns . Over the  long-run, inves tors  a re  much

more  like ly to  e xpe c t a  conve rge nce  of individua l compa ny growth  ra te s  towa rd  the

indus try a ve ra ge  growth ra te . This  a pproa ch to fore ca s ting long-te rm growth ra te s , which

as s umes  tha t growth ra te s  for individua l companies  will reve rt to the  indus try ave rage  ove r

time , is  wide ly pra ctice d by s e curitie s  a na lys ts  a nd inve s tors . S ince  Mr. Rigs by did not

adjus t his  pe rpe tua l growth ra te s  to account for this  factor, the  cos t of equity e s tima te s  he

obta ine d we re  unre a lis tica lly low for mos t of the  compa nie s  he  e xa mine d. Inde e d, five  of

the  compa nie s  in his  proxy group ha ve  cos t of e quity e s tima te s  ra nging from 6.60% to

7.81%, va lues  tha t a re  jus t ba re ly above  comparable  utility bond yie lds .

Second, when adjus ted for infla tion, the  perpe tua l growth ra tes  used by Mr. Rigsby assume

a  re a l ra te  of growth tha t is  unre a lis tica lly low for mos t of the  compa nie s  in his  proxy

group. Ba se d on the  diffe re nce  be twe e n the  yie ld on 20-ye a r infla tion inde xe d U.S .

Tre a sury s e curitie s  (2.7%) a nd the  yie ld-to-ma turity on 20-ye a r fixe d-ra te  U.S . Tre a sury

b o n d s  (5 3 % ),  th e  e xp e c te d  lo n g -te rm  in fla tio n  ra te  fo r th e  U.S .  e c o n o m y wa s

A.
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a pproxima te ly 2.6% a s  of J une  8, 2007. This  is  the  te rmina l da te  Mr. Rigs by us e s  to

ca lcula te  the  ave rage  s tock prices  in his  DCF ana lys is . Subtracting this  expected infla tion

ra te  of 2.6% from the  dividend growth ra te s  tha t appea r in his  Schedule  WAR-2 results  in a

range of expected re a l divide nd growth ra te s  of ne ga tive  0.1% to pos itive  3.4%. It is  ha rd

to fa thom tha t inve s tors  would e xpe ct a ny compa ny, e ve n a  highly re gula te d e le ctric

dis tribution company, to grow its  e a rnings  and dividends  a t a  pe rpe tua l growth ra te  tha t is

less  than the  e xpe cte d ra te  of infla tion. Whe n a djus te d for infla tion, s e ve n of the  e ight

compa nie s  in his  proxy group ha ve  a  pe rpe tua l re a l g rowth  ra te  o f 1 .7% o r le s s .  By

contra s t, expecta tions  for long-te rm growth in the  ove ra ll U.S . economy a re  like ly close r to

3.4% in re a l te rms . It is  s imply unre a lis tic to a s s ume  tha t divide nds  a nd e a rnings  would

grow a t such a  wide  dis count to ove ra ll e conomic growth for a n indus try providing ba s ic

utility infra s tructure  to an expanding U.S . economy.

Q- How did the results from Mr. Rigsby's DCF analysis affect his recommendation for

an allowed ROE?

Mr. Rigsby de rived his  re commended ROE of 9.30% by ave raging his  DCF point e s tima te

of 7.89% with the  midpoint of 10.71% obta ine d from his  a pplica tion of the  ca pita l a s s e t

pricing mode l ("CAP M"). By giving e qua l we ighting to his  DCF a nd CAP M a na lys e s , the

e nd re sult of 9.30% is  unre a sona bly low, is  not supporte d by the  ra nge  e s ta blishe d in his

own CAPM a na lys is , a nd is  we ll be low the  midpoint of the  ra nge  of 7.89% to 11.56% tha t

Mr. Rigsby re fe rs  to a s  his  "bes t e s tima te" of the  cos t of equity for UNS Electric (see  page

30, line s  1 through 3 of Mr. Rigsby's  Dire ct Te s timony).
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Q- If Mr. Rigsby's DCF analysis is disregarded, what cost of equity is obtained for his

sample group of electric utilities?

The  re sults  obta ine d from his  CAPM a na lys is , ra nging from 9.85% to ll.56%, ca n be  use d

a s  a  more  re a lis tic e s tima te  of the  cos t of e quity for his  s a mple  group of utilitie s . Inde e d,

A.

A.
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this range is very similar to the cost of equity estimate presented in my Direct Testimony

for the same group of electric utilities (9.7% to 11.2%).

Q. In  d e ve lo p in g  h is  fin a l ROE re c o mme n d a tio n , d id  Mr. Rig s b y ta ke  in to  a c c o u n t th e

highe r ris k profile  of UNS Elec tric  re la tive  to  h is  s ample  group of e lec tric  u tilitie s ?
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No, he  did not. On pa ge  55 of his  Dire ct Te s timony, Mr. Rigsby dismis se s  the  compa ny-

spe cific risks  fa ce d by UNS  Ele ctric tha t I de scribe d in my Dire ct Te s timony a t pa ge s  19

through 20. The se  dis tinguishing risk fa ctors , e a ch be ing of s ignifica nt importa nce  to a n

inves tor, a re  so la rge  on a  cumula tive  bas is  tha t they s imply cannot be  ignored. Re la tive  to

the  compa nie s  in  Mr. Rigs by's  proxy group, UNS  Ele ctric  is  de cide dly ris kie r for the

following re a sons :

Specula tive -grade  credit ra ting,

La ck of common divide nd pa yme nt,

Fina ncia l impa ct of growth a nd re gula tory la g,

Te rmina tion of a ll-requirements  power supply contract in 2008,

Ma turity of a ll long-te rm de bt in 2008, a nd

Sma ll s ize .

Even if Mr. Rigsby is  correct in a ssuming tha t the  Company's  sma ll s ize  and power supply

cha llenges  should be  given little  or no we ight, the  othe r factors  lis ted above  represent risks

tha t ne e d to be  cle a rly re cognize d in s e tting a n a llowe d ROE for UNS  Ele ctric. At a  ba re

minimum, e ve n if the  Compa ny ha d a n inve s tme nt-gra de  cre dit ra ting, it is  a ppa re nt tha t

UNS  Ele ctric's  cos t of e quity lie s  a t the  high e nd of the  ra nge  e s ta blis he d for the  proxy

group of companie s  ana lyzed by Mr. Rigsby. And when the  specula tive -grade  credit ra ting

of UNS  Ele ctric is  ta ke n into a ccount - which a dve rse ly a ffe cts  both the  cos t of de bt a nd

e quity to the  Compa ny -- it is  a lso a ppa re nt tha t a n e quity risk pre mium mus t be added to

the  proxy group re sults . By ignoring the  risk fa ctors  cite d a bove , a nd fa iling to a djus t the

A.
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re sults  of his  proxy group ana lys is  a ccordingly, Mr. Rigsby unde re s tima te s  the  Company's

cos t of equity by a  ve ry wide  margin.

Q- Did Mr. Rigsby provide any analysis of whether or not his recommended ROR would

be sufficient to permit UNS Electric to attract capital on reasonable terms?

No, he did not. Other than a blanket statement appearing in his Direct Testimony on page

6, lines 14 told, Mr. Rigsby offers no analysis in support of his conclusion that his

recommended ROR meets the criteria established in the Hope and Bluefeld court rulings.

Q, Is Mr. Rigsby's recommended ROR sufficient to support the financial integrity of

UNS Electric?

A. No ,  it  is  n o t . Whe n couple d  with  RUCO's  o the r re comme nda tions , the  ra te  re lie f

re comme nde d by RUCO is  proje cte d to re sult in a n e a rne d ROE of only 2.6% in the  firs t

fu ll ye a r a fte r ne w ra te s  a re  imple me nte d. This  ROE is  cle a rly ins ufficie nt to  a ttra ct

a dditiona l e quity ca pita l a nd is  de trime nta l to the  Compa ny's  ca sh flow a nd cre dit profile

a s  we ll. Mr. Rigsby, in his  Dire ct Te s timony on pa ge  7 a t line s  15 through 18, re cognize s

the  ne e d to provide  UNS  Ele ctric with a n opportunity to e a rn a  re a s ona ble  ROR. But

unde r his  re comme nda tion the  only "opportunity" the  Compa ny would ha ve  to re a lize  a

re a s ona ble  ROR would be  to la y off e mploye e s , s la s h othe r ope ra ting e xpe ns e s  a nd

dra s tica lly re duce  ca pita l e xpe nditure s . S uch move s  would re s ult in a  ve ry notice a ble

reduction to cus tomer se rvice , and would clea rly not be  in the  public inte res t.

Q. How did you calculate the earned ROE that is projected to result from RUCO's rate

recommendations?
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A. RUCO is  re comme nding a  ra te  incre a s e  tha t is  $7.2 million lowe r tha n the  Compa ny's

request. Adjus ting  th is  figure  for a dditiona l s a le s  growth , th is  d iffe re nce  in  a nnua l

re ve nue s  would grow to a pproxima te ly $8.0 million by 2008. On a n a &e r-ta x ba s is , this

A.

7



($ millions)
Company Forecast
(Exhibit KCG-9) Adj vestment

Forecast Adjusted
for RUCO Proposal

Net Income $7.0 ($4.8) $2.2

Re turn  on  Equity 8.3% x(2.2/7.0) 2.6%

re p re s e n ts  a  de cre a s e  o f a pp roxima te ly $4 .8  million  in  ne t income  re la tive  to  the

Company's  base  case  financia l forecas t for 2008, the  re sults  of which were  summarized in

Exhibit KCG-9 a tta che d to my Dire ct Te s timony. In tha t ba se  ca se  fore ca s t, the  Compa ny

proje cte d ne t income  of $7.0 million a nd a  re turn on a ve ra ge  common e quity of 83%. As

re fle cte d in the  following ta ble , the  Compa ny's  fina ncia l fore ca s t would re fle ct a  proje cte d

ne t income  of only $2.2 million a nd a  re turn on a ve ra ge  common e quity of 2.6% in 2008

when adjus ted for the  reduced leve l of ra te  re lie f recommended by RUCO.

Q , Does that conclude your rebuttal to Mr. Rigsby's Direct Testimony?

A. Ye s , it doe s .

111. R E B UTTAL TO  R UC O  WITNE S S  MAR YLE E  DIAZ C O R TE Z.
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Q- Mr.  Grant,  could you please summarize your view of Ms.  Diaz Cortez's Direct

Testimony?

Ye s . Ms . Dia z Corte z re je cts  the  Compa ny's  re que s t to include  CWIP  in ra te  ba s e  on

seve ra l grounds . Alte r de scribing a t length how the  ra te  ba se  tre a tMent of CWIP  is  not an

"a cce pte d" ra te ma king tre a tme nt - a nd why the  Compa ny mus t de mons tra te  tha t it me e ts

a n "e xtra ordina ry circums ta nce " s ta nda rd ..... s he  goe s  on to s ta te  tha t this  ra te ma ldng

tre a tme nt is  not ne ce ssa ry to ma inta in the  Compa ny's  fina ncia l inte grity. Ms . Dia z Corte z

a lso doubts  the  ne ga tive  e ffe cts  of re gula tory la g a nd growth on UNS  Ele ctric's  fina ncia l

re s ults , a nd re fe rs  to one  of the  Colnpa ny's  a rgume nts  on CWIP  in ra te  ba s e  a s  be ing

"dis ingenuous  a t bes t."

A.
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Q- Do you agree with Ms. Diaz Cortez' characterization of CWIP in rate base as not1

2

3

4

5

6

7

8

9

10

11

12

13

14

A.

be ing an "accepted" ra temaking trea tment?

No, I do not. The  inclus ion of CWIP  in ra te  ba s e  a s  a  me a ns  of s upporting the  fina ncia l

inte grity of public utilitie s  ha s  be e n a n a cce pte d form of ra te ma king tre a tme nt for ma ny

ye a rs  in ma ny s ta te s . Although the  s ta nda rd for gra nting this  ra te ma king tre a tme nt va rie s

by juris diction, I a m not a wa re  of a ny bright-line  "e xtra ordina ry circums ta nce " s ta nda rd

tha t must be  met in the  S ta te  of Arizona  to include  CWIP in ra te  base . While  both S ta ff and

RUCO s ta te  tha t "e xtra ordina ry circums ta nce s " mus t be  me t, ne ithe r P a rty provide s  a ny

guidance  as  to wha t would mee t the ir so-ca lled s tandard. In essence , both RUCO and S ta ff

a re  s ta ting tha t under no circumstances  should CWIP eve r be  a llowed in ra te  base . While  I

recognize  tha t ra te  ba se  tre a tment of CWIP  is  not typica l in the  sense  tha t it ha s  not been

us e d  fo r ma ny ye a rs  in  th is  jMs d ic tion , it is  ce rta in ly a  too l tha t is  a va ila b le  to  the

Commis s ion for purpos e s  of s e tting fa ir a nd re a s ona ble  ra te s . And it is  a  tool o the r

jurisdictions  ha ve  e mploye d for utilitie s  in those  jurisdictions .

Q~ Are you aware of cases where CWIP was included in rate base in Arizona?

15
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27

A. Ce rta inly. Although I a m not a n a ttorne y, I a m a wa re  of a t le a s t two Arizona  S upre me

Court cases  decided in the  1970s  tha t have  discussed the  issue  of CWIP in ra te  base . For

ins tance , it is  my unders tanding tha t the  Arizona  Supreme Court did make  the  s ta tement ...

in a  ra te  ca s e  involving Arizona  P ublic S e rvice  Compa ny ("AP S ") - tha t the  Commis s ion

could adopt any of a  varie ty of approaches and consider plant under construction so long as

the  a pproa ch is  not a rbitra ry. in a  subse que nt Arizona  S upre me  Court de cis ion involving

an APS ra te  case , my unders tanding is  tha t the  Court specifica lly s ta ted tha t CWIP may be

include d in fa ir va lue  ra te  ba s e  a nd tha t it wa s  re a s ona ble  for the  Commis s ion to a llow

inclus ion of CWIP  in de te rmining ra te s . I do not re ca ll the re  be ing a ny la ngua ge  a bout

how "extraordinary circumstances" were  needed to put CWIP in ra te  base .
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Q, What standard would you recommend using to determine whether or not CWIP

should be allowed in rate base?

I recommend applying a  financia l integrity tes t. If the  cash flow and ea rnings  benefit

associa ted with CWIP in ra te  base  is  needed to preserve  the  financia l integrity of the

utility, then it is  clea rly in the  public inte res t to include  CWIP in ra te  base . Financia l

integrity, or the ability to attract capital on reasonable terms, is a fundamental concept in

utility regula tion. As described in the Hope and Eluefeld decisions, financial integrity is

one of the fundamental goals of rate regulation.

1
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The  s ta nda rd I propos e  is  s imila r to tha t in othe r juris dictions . For ins ta nce , the  Florida

P ublic S e rvice s  Commis s ion a llowe d $158,761,000 of CWIP  in  ra te  ba s e  for Ta mpa

Ele ctric Compa ny in 1982 be ca use  "our ove niding conce rn is  to provide  the  utility with a n

opportunity to  a chie ve  a nd ma inta in  a de qua te  fina ncia l in te grity" s o  tha t TEC could

ma inta in its  AA bond ra ting.1 More  re ce ntly, the  Fe de ra l Ene rgy Re gula tory Commiss ion

("FERC") ha s  re cognize d tha t including a  s ignifica nt pe rce nta ge  of CWIP  in ra te  ba se  for

Northe a s t Utilitie s  S e rvice  Compa nyz a nd Bos ton Edis on Compa ny3 improve s  utilitie s

ca sh flow in a  le s s  cos tly ma nne r. Like wise , Virginia  se e ms  to ha ve  e mploye d a  s ta nda rd

tha t commonly a llows  CWIP in ra te  base .4 In Texas , CWIP  has  been a llowed in ra te  base

on a  numbe r of occa s ions  ba se d on a  cons ide ra tion of the  utility's  fina ncia l inte grity. In a

case  in which I te s tified a s  a  s ta ff witness  on this  subject, the  Texas  PUC a llowed CWIP in

ra te  base  in orde r to support the  financia l integrity of Texas  Utilitie s  Electric Company.

A.

I 49 P.U.R. 547 (F1.P.S.C. 1982).
2 114 FERC 61,089 (2006).
3 109 FERC 61,300 (2004).
4 See In re Appalachian Power Company, 2007 WL 1616129 (2007).
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1 Q,

2

Even if the Commission were to require a finding of "extraordinary circumstance" in

order to allow CWIP in rate base, would UNS Electric meet such a standard?

3

4

5

6

7

8

9

10

Ye s , I be lie ve  it would. As  I d is cus s e d on pa ge  22 of my Dire c t Te s timony, it will be  ve ry

difficult, if not impos s ib le , for the  Compa ny to  e a rn  its  a uthorize d ra te  of re turn  ove r the

ne xt s e ve ra l ye a rs . Th is  is  d u e  p rim a rily to  th e  h ig h  ra te  o f c u s to m e r g ro wth  in  UNS

Ele c tric 's  s e rvice  te m 'to ry a nd  the  wide  ga p  be twe e n  the  Compa ny's  e mbe dde d  cos t o f

p la nt a nd inc re me nta l cos t of p la nt on  a  pe r-cus tome r ba s is . Additiona lly, th is  growth  is

c a us ing  UNS  E le c tric  to  ra is e  la rge  s ums  o f a dd itiona l c a p ita l to  fund  ne c e s s a ry p la n t

inve s tme nts . The  combina tion  of the s e  fa c tors , in  my opin ion , cons titu te s  e xtra ordina ry

circums ta nce s  tha t jus tify CWIP  in ra te  ba s e .

11
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14

15

.16

17

18

19

20

Othe r jurisdictions  e mploying e xtra ordina ry circums ta nce s  s ta nda rds  ha ve  a llowe d CWIP

in ra te  ba s e  whe n ne e de d to prote ct a  utility's  fina ncia l inte grity. For e xa mple , The  Ne w

York P ublic S e rvice  Commiss ion note s  in its  Ge ne ric P roce e ding inve s tiga ting fina ncing

pla ns  for s ta te  ga s  a nd e le ctric compa nie s  tha t whe n ne ce s s a ry to improve  a  utility's

financia l integrity and inte re s t cove rage  leve ls , including CWIP in ra te  base  is  appropria te ,

a long with  o the r me a s ure s .5 The  Ne va da  P ub lic  S e rvice  Commis s ion  ("Ne va da

Commis s ion"), in  1991, a pprove d CWIP  in  ra te  ba s e  for 90% of two Ne va da  P owe r

ge ne ra tion units  - be ca use  to do so will e nsure  "a  he a lthy utility to se rve  the  e ve r growing

needs  of Southe rn Nevada ."6 UNS Electric's  se rvice  a rea  is  a lso fa s t growing and it needs

CWIP in rate  base to best serve those areas.21

22

23

24

25

More  re ce ntly, on J a nua ry 31, 2003, the  S outh Ca rolina  P ublic S e rvice  Commis s ion

("S CP S C") a llowe d CWIP  in ra te  ba s e  for S outh Ca rolina  Ele ctric a nd Ga s  Compa ny.7

The  S CP S C e xpla ine d tha t doing so "will improve  the  qua lity of the  utility's  e a rnings  a nd

26

27
5 49 p.U.R.4*" 329 (n.y.p.s.c. 1982).
6 132 p.U.R.4"' 416 (1991).
7 225 p.U.R.4"' 440 (2003).

A.
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s e nd a  cons tructive  me s s a ge  to inve s tors ," a nd "will a s s is t the  Compa ny in ma inta ining

a cce s s  to ca pita l on re a sona ble  te rms  during a  pe riod whe n the  Compa ny will be  ra is ing

subs ta ntia l ca pita l in na tiona l ma rke ts ." The  SCPSC a wa rde d a  re turn on common e quity

e qua ling  12 .45% in  tha t ca s e . On  J u ly 17 , 2007 , the  Ne va da  Commis s ion  a llowe d

$68,147,000 of CWIP  for the  "Ha rry Alle n to Me a d Tra ns mis s ion Line  ("HAM Line ")" for

NP C, concluding tha t doing s o  "will le a d to  a n  improve d fina ncia l s itua tion for NP C,

which  ca n  le a d  to  lowe r borrowing  cos ts  to  the  be ne fit o f [its ] cus tome rs , the re by

ba la ncing the  inte re s ts  of ra te pa ye rs  a nd NP C". The Nevada Commiss ion found a  re turn

of e quity for NPC be twe e n 10.25% a nd 10.97% to be  re a sona ble Fina lly, the  Ma ryla nd

P ublic  S e rvice  Commis s ion  a llowe d CWIP  in  ra te  ba s e  for P otoma c Ele ctric  P owe r

Compa ny s ta ting tha t doing s o for ce rta in cons truction proje cts  re duce s  the  ne e d for

cons truction-drive n ra te  proce e dings The  Commis s ion a wa rde d a  10.00% re turn  on

e quity.

Q. On page 16 of her Direct Testimony, Ms. Diaz Cortez characterizes the Company's

financial integrity argument as being "without merit." Did Ms. Diaz Cortez offer any

financial analysis to support this conclusion?
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No, s he  d id  not. Although s he  ma ke s  re fe re nce  to the  fina ncia l inte grity of "Arizona

utilitie s " in ge ne ra l, a nd cite s  the  pos itive  e ffe cts  of growth a nd re gula tory la g on UNS

Ele ctric, s he  provide s  no a na lys is  of the  Compa ny's  fina ncia l pe rforma nce  on e ithe r a n

a ctua l or fore ca s te d ba s is , a nd provide s  no qua ntita tive  s upport for he r s ta te me nts

rega rding regula tory lag and growth.

8 2007 WL 2171450 (2007).
9 2007 WL 2159658 (2007).

A.
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Q. Do you  be lie ve  it is  ne c e s s a ry to  inc lude  CWIP  in  ra te  ba s e  in  o rde r to  p re s e rve  the

fina nc ia l in te grity o f UNS Ele c tric ?

Yes, I do. As I discussed in my Direct Testimony on pages 27 through 28, the ability of

UNS Electric to am a reasonable rate  of return on its  invested capital and to generate a

healthy level of internal cash flow is  essentia l if the  Company is  to mainta in continued

access to capital on reasonable terms.

Q- On pages 16 through 17 of her Direct Testimony, Ms. Diaz Cortez states that "...the

Company's growth argument is without merit as growth has a positive effect on the

Company, generating more revenue and cash flow." Do you agree with this

statement?

A. No, I do not. While  it is  true  tha t growth doe s  ge ne ra te  a dditiona l re ve nue , a nd tha t ove r

the  long-run this  growth will ge ne ra te  a dditiona l ca s h flow, Ms . Dia z Corte z ignore s  the

fa ct tha t ove r the  short-run the  Compa ny's  e a rnings  a nd ca sh flow a re  a dve rse ly a ffe cte d

by high cus tome r growth. Me e ting this  growth re quire s  s ubs ta ntia l ca pita l inve s tme nt,

curre ntly a t a  le ve l fa r e xce e ding the  Compa ny's  inte rna l ca s h flow. This  a dditiona l

inve s tme nt cre a te s  a dditiona l fixe d cos ts  tha t UNS  Ele ctric mus t be a r, including inte re s t

expense , deprecia tion expense  and property taxes . Because  of these  additiona l cos ts , and

the  re gula tory la g re s ulting from the  us e  of a n his torica l te s t ye a r a nd a  ye a r-long ra te

review process , the  Company's  near-tenn ea rnings  and cash flow a re  adverse ly a ffected by

high cus tome r growth.
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Q- Can you provide an example showing the financial impact of customer growth and

regulatory lag on UNS Electric?

Yes . In orde r to eva lua te  the  financia l impact of growth, we  examined the  growth in

customers and net plant investment during the year ending June 30, 2007, the 12-month

period immediately following the test year ending June 30, 2006.

A.

A.
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P a ge  1 of Exhib it KCG-10 s hows  the  incre a s e  in a nnua l fixe d cos ts  a s s ocia te d with the

$30mil1ion increa s e  in ne t plant inves tment tha t occurred in the  yea r ending J une  30, 2007.

Applying the  Compa ny's  re que s te d pre -ta x ROR, the  compos ite  de pre cia tion ra te  a nd the

a ve ra ge  prope rty ta x ra te  to this  incre a s e d pla nt inve s tme nt, the  Compa ny's  a nnua l fixe d

cos ts  incre a s e d by a pproxim a te ly $6.0 m illion. As  s hown on pa ge  2 of Exhib it KCG-10,

new cus tomers  added during this  s ame  pe riod res ulted in an increas e  of approximate ly $1 .2

million in a nnua l de live ry re ve nue s . As  s umma rize d a t the  bottom of this  s a me  pa ge , the

diffe re nce  be twe e n the  $6.0 million of incre a s e d fixe d cos ts  a nd $1.2 million of incre a s e d

de live ry re ve nue s  re pre s e nts  a n a nnua l re ve nue de ficie ncy of $4.8  m illion a ttrib uta b le  to

cus tom e r g rowth a nd p la nt inve s tm e nt. S ta te d a nothe r wa y, this  $4.8-m illion de fic ie ncy

repres ents  the  gap be tween the  Company's  required re turn on new plant inves tment and the

Com p a ny's  a c tua l re turn  on ne w p la nt inve s tm e nt. As  a  cons e que nce , a rgum e nts  to

e xclude  CWIP  from  ra te  ba s e  on the  ba s is  of a s s um e d g rowth-re la te d be ne fits  to UNS

Ele ctric s imply do not hold wa te r.

Q~ Do you have any other comments regarding the example provided on Exhibit KCG-
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A.

10?

Ye s . S ince  a dditiona l ope ra tion a nd ma inte na nce  cos ts  we re  not include d in this  e xa mple ,

this  e xa m ple  like ly unde rs ta te s  the  true  im pa ct on UNS  Ele ctric . Additiona lly, the  p la nt

in ve s tm e n t b a la n c e s  u s e d  in  th e  e xa m p le  a lre a d y ta ke  in to  a c c o u n t th e  e ffe c ts  o f

de pre cia tion a nd p la nt re tire m e nts . S o the  "be ne fits " of re gula tory la g  cite d by Ms . Dia z

C orte z  - in  he r Dire c t Te s tim ony on page 17  a t line s  5  th roug h  12  - ha ve  b e e n  fu lly

re fle c te d in  the  a na lys is . F ina lly, it s hould be  note d tha t this  qua ntifica tion of fina nc ia l

im pa ct re la te s  to only a  s ingle  ye a r. UNS  Ele ctric  ha s  not ha d a n incre a s e  in its  de live ry

cha rg e s  s ince  the  m id-l990s , we ll b e fore  UniS ource  Ene rg y Corp ora tion ("UniS ource

Ene rgy") a cquire d the  e le ctric  prope rtie s  form e rly he ld by Citize ns  in 2003. Additiona lly,

the  Com pa ny will not like ly be  a b le  to  im p le m e nt ne w ra te s  from  this  p roce e ding  until

14



Net P lant

($ Millions) Customers

Investment per

Customer

Dec. 2003 $93 81,146 $1,147

Dec. 2004 $103 85,464 $1,210

Dec. 2005 $127 89,103 $1,427

Dec. 2006 $157 92,917 $1,690

Dec. 2007 (Forecast) $183 98,210 $1,863

Dec. 2008 (Forecast) $209 103,822 $2,013

1

2

3

4

early 2008,  over a year and a half beyond the tes t  year that  ended June 30,  2006.  Due to

the p as sage of t ime,  h igh cus tomer  growth and increas ing p l ant  i nves tment  on  a  p er -

customer basis ,  the cumulat ive annual  revenue deficiency at  UNS Electric is  qui te large.

Since the rates currently charged by UNS Electric are based on costs for a test year ending

March 3 1 ,  1 9 9 5 ,  t here i s  an  ob vious  need for  adeq ua te and t imely ra t e rel i ef a t  UNS

Electric.

Q- Will the impact of growth and regulatory lag be as pronounced in future years?
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A. Hopeful ly not .  Al though cus tomer growth and p lant  inves tment  are expected to remain

h i g h  o v er  t h e  n ex t  s ev e r a l  yea r s ,  t h e  g a p  b e t ween  t h e  C o mp a n y' s  emb ed d ed  p l a n t

investment and incremental  p lant  investment on a per-customer basis  should narrow over

t ime.  As  may be seen in the tab le below,  p lant  inves tment  on a  per-cus tomer bas is  has

increased by 47% over  the pas t  three years .  Over  the next  three years ,  thi s  measure of

p lant  inves tment  is  expected to increase by a  lower,  yet  s t i l l  very high amount ,  of 26%.

This table is  similar to the one provided on page 22 of my Direct Testimony, but has been

updated to reflect  actual  resul t s  for  2006  and has  been expanded to include forecas ted

information for 2009.
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Dec. 2009 (Forecast) $234 110,314 $2,121

% Change 2003-2006 68.6% 14.5% 47.3%

% Change 2006-2009 49.0% 18.7% 25.5%

Q- How does this growth compare with the growth experienced by other major Arizona

utilities?

It is  s ubs ta n tia lly h ighe r.  As  m a y be  s e e n  in  E xh ib it KCG -11 ,  ove r the  pa s t th re e  ye a rs

(2003 through 2006) the  growth in ne t pla nt inve s tm e nt on a  pe r-cus tom e r ba s is  wa s  3.1%

for S outhwe s t Ga s  Corpora tion, 14.3% for Arizona  P ublic  S e rvice  Com pa ny a nd 4.4% for

Tucs on  E le c tn lc  P owe r Com pa ny. Ad d it io n a lly,  UNS  E le c tric 's  ra te  o f g ro wth  is  e v e n

h ighe r tha n  tha t e xpe rie nc e d  by its  s is te r c om pa ny UNS  G a s ,  Inc .  ("UNS  G a s "),  wh ic h

e xpe rie nce d growth of 19.1% in ne t pla nt inve s tme nt on a  pe r-cus tome r ba s is  ove r the  pa s t

thre e  ye a rs .

Q , Have the major credit rating agencies commented on the impact of growth and

regulatory lag on regulated utilities?
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Yes . A11 of the  ma jor credit ra ting agencie s  (Moody's , S tanda rd & Poor's  and Fitch) have

comme nte d on the  ne e d for time ly cos t re cove ry in ra te s  a nd the  impa ct of la rge  ca pita l

spending requirements  on regula ted utilitie s . For example , in November 2006 S tanda rd &

P oor's  publis he d  a  re port title d  "Re gula tory Rulings , M&A a nd  Fue l Cos t Re cove ry

Domina te  Globa l Utilitie s  Cre dit Environme nt." In tha t re port, S ta nda rd & P oor's  ma ke s  a

spe cific re fe re nce  to the  ra te  re cognition of CWIP  a s  a  me a ns  of supporting utility cre dit

ra tings :

"With fe w e xce ptions , re gula tory outcome s  ha ve  s upporte d re la tive ly
s trong  c re d it cha ra c te ris tic s  fo r the  u tility indus try. Howe ve r,
p ros pe ctive ly, re gu la to rs  will be  a ddre s s ing  la rge  ba s e -ra te  re lie f
re que s ts  re la te d to ne w ge ne ra ting ca pa city a dditions , e nvironme nta l

A.

A.
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modifica tions  on coa l pla nts , a nd tra ns mis s ion a nd dis tribution (T&D)
improve me nts . Curre n t ca s h  re cove ry a nd /or re tu rn  by me a ns  o f
cons truction  work in  p rogre s s  s upport wha t would  o the rwis e  be  a
s ome time s -s ignifica nt ca s h flow dra in, a nd re duce s  a  utility's  ne e d to
is s ue  de bt during cons truction. More ove r, a llowing ra te  re cove ry of
proje cte d cos ts  with s ubs e que nt pe riodic upda te s  for a ctua l re s ults
reduces  lags  in cos t recovery."

Q- her Direct Testimony on page 15, Ms. Diaz Cortez states that "...rate base

treatment of CWIP does not change a utility's level of earnings, merely the timing of

earnings recovery." Do you agree with that statement?

In
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If s he  is  re fe rring to a  la rge  multi-ye a r cons truction proje ct on which a n a llowa nce  for

funds  use d during cons truction ("AFUDC") is  be ing a ccrue d, the n I would ge ne ra lly a gre e

with he r s ta te me nt. Howe ve r, in the  ca s e  of UNS  Ele ctric, whe re  the  CWIP  ba la nce  is

comprise d of ma ny short-live d cons truction proje cts , Ido not agree . As  pointe d out in my

direct te s timony, including the  $10.8 million te s t-yea r ba lance  of CWIP  in ra te  ba se  would

provide  the  Compa ny with a n a dditiona l $2.1 million of pre -ta x e a rnings  a nd ca s h flow.

This  contribution to  e a rnings  fa r e xce e ds  the  $366,000 of AFUDC tha t UNS  Ele ctric

re corde d for a ll of 2005 a nd the  $1 .l million of AFUDC re corde d for a ll of 2006 (much of

which wa s  tie d to the  re ce ntly comple te d Va le ncia  ga s  turbine ). And s ince  mos t of the

$10.8 million te s t ye a r ba la nce  of CWIP  ha s  a lre a dy be e n tra ns fe rre d to pla nt in se rvice ,

a dditiona l a ccrua ls  of AFUDC on this  te s t ye a r ba la nce  M11 be  quite  sma ll. In light of the

e a rn ings  s hortfa ll illus tra te d  in  Exhib it KCG-10, a nd  the  la ck of s ign ifica n t AFUDC

accrua ls  on the  te s t-yea r ba lance  of CWIP, it is  readily apparent tha t the  inclus ion of CWIP

in ra te  base  a ffects  the  leve l of ea rnings  rea lized by UNS Electric. This  ra te  trea tment a lso

provide s  a n a dditiona l source  of ca sh flow ne e de d to fund ca pita l e xpe nditure s , a  be ne fit

tha t non-cash accrua ls  of AFUDC do not provide .

A.
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Q- On page 17 of her Direct Testimony, Ms. Diaz Cortez states that "The Company's

argument that CWIP in rate base will lengthen the period between rate cases also has

little merit." Do you agree with that statement?

1
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3

4 A. No. Although  the  timing  of UNS  Ele ctric 's  ne xt ra te  filing  will de pe nd  on  nume rous

factors , the  ea rnings  and cash flow bene fit a ssocia ted with CWIP in ra te  base  should he lp

to extend the  pe riod be tween this  ra te  ca se  and the  next ra te  filing. As  I pointed out in my

Dire ct Te s timony, ra te  ca se  pre pa ra tion is  ve ry cos tly a nd time  consuming for a  compa ny

the  s ize  of UNS Electric, and an extens ion of time  be tween ra te  filings  is  bene ficia l to both

the  Company and its  customers.
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Q- On page 17 of her Direct Testimony, Ms. Diaz Cortez characterizes one of the

Company's arguments on CWIP in rate base as being "disingenuous at best." What

is your response to this characterization"

23

2 4

25

2 6

2 7

It is  unfortuna te  tha t Ms . Dia z Corte z portra ys  the  Compa ny a s  be ing dis inge nuous . As

s hown on  line  4  of S che dule  B-1  in  the  Compa ny's  ra te  a pplica tion , cus tome rs  a re

re ce iving  the  fu ll be ne fit o f the  $93  million  ne ga tive  a cquis ition  a d jus tme nt jus t a s

promis e d in 2003, a nd will continue  to re ce ive  tha t be ne fit until the  ne ga tive  a cquis ition

a djus tme nt is  fully a mortize d. Additiona lly, cus tome rs  will ha ve  a ls o re ce ive d the  full

bene fit of a  four-yea r ra te  mora torium, despite  the  obvious  burden tha t the  ra te  freeze  has

impose d on UNS Ele ctric. Wha t could not be  re a sona bly fore se e n in 2003, howe ve r, wa s

the  huge  a mount of ca pita l re quire d to me e t cus tome r growth a nd s ys te m improve me nt

ne e ds  s ince  tha t time . S imila rly, it wa s  difficult to pre dict the  future  impa ct of re gula tory

la g on UNS  Ele chic. In short, the  Compa ny ha d no wa y of knowing in 2003 tha t it would

ne e d to  re que s t CWIP  in  ra te  ba s e  in  2006. S a dly, it a ppe a rs  tha t Ms . Dia z Corte z

a ppa re ntly vie ws  this  a s  a n a tte mpt by the  Compa ny to ta ke  ba ck pa rt of the  be ne fit

a s socia te d with a  la rge  ne ga tive  a cquis ition a djus tme nt. By re fe ning to the  e xis te nce  of a

nega tive  acquis ition adjus tment in this  ra te  case , the  Company is  s imply pointing out a fact

A.
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tha t cannot be  ignored when eva lua ting the  need for timely and adequate  ra te  re lie f.

Q- In excluding CWIP from rate base, Ms. Diaz Cortez made a $10.8 million downward

adjustment to rate base. Did she make a corresponding adjustment to rate base to
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A.

re duce  cus tome r a dva nce s?

No. At the  end of the  te s t yea r, the  portion of cus tomer advances  payable  by UNS Electric

re la te d to  the  $10.8 million CWIP  ba la nce  wa s  $1.9 million. S ince  the  full ba la nce  of

cus tome r a dva nce s  wa s  de ducte d from ra te  ba s e  in the  Compa ny's  ra te  filing, Ms . Dia z

Cortez should have  adjus ted the  ba lance  of customer advances  by this  amount. By denying

CWIP  in  ra te  ba s e , a nd  not a d jus ting  the  ba la nce  of cus tome r a dva nce s , RUCO is

s ubs tituting "cos t fre e " cus tome r a dva nce s  for $1.9 million of de bt a nd e quity ca pita l

supplie d by the  Compa ny for pla nt in-se wice  a t the  e nd of the  te s t ye a r. The  e nd re sult of

RUCO's  ra te  b a s e  ca lcu la tio n  is  to  p e n a lize  UNS  E le c tric  fo r h a vin g  a n  o n g o in g

cons truction program tha t is  pa rtia lly financed with cus tomer advances .

Q- Did Ms. Diaz Cortez address the Company's alternative proposal for a post-test year

adjustment to rate base?

A. No, I did not find a ny re fe re nce  to tha t propos a l in he r Dire ct Te s timony. It is  like ly tha t

he r vie ws  on pos t-te s t ye a r pla nt a djus tme nts  a re  s imila r to the  vie ws  she  e xpre s se d on

CWIP  in ra te  ba se . Howe ve r, it should be  note d tha t a s  of June  30, 2007, $8.7 million of

the  te s t ye a r ba la nce  of CWIP  ha d a lre a dy be e n clos e d to  p la nt in  s e rvice  a nd wa s

providing se rvice  to UNS Electnlc cus tomers .

Q- Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?
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Yes, it does .A.
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Iv. REBUTTAL TO STAFF WITNESS DAVID c. PARCELL.

Q- Mr. Grant,  could you summarize your view of the Direct Testimony filed by Mr.

David Purcell on behalf of the Commission Staff?

Yes. The allowed ROE recommended by Mr. Purcell understates the cost of equity to

UNS Electric by a substantial margin. This is due primarily to the conclusions he reached

as a result of his CAPM analysis and comparable earnings approach, as well as to his

dismissal of Company-specific risk factors and the speculative-grade credit rating assigned

to UNS Electric.

The cost of debt and capital structure recommended by Mr. Parcel] are very similar to

those requested by the Company. However, because he did not take into account the cost

of the amendment to UNS Electr ic's  credit  agreement completed in August  2006,  his

recommended cost of debt (8.16%) is slightly lower than the Company's current cost of

debt (8.22%),  and the percentage of long-term debt in Mr.  Parcell's  capital structure

(47.21%) slightly exceeds the percentage used in the Company's proposed capital structure

(47.18%).
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For  the r easons  cited above,  the overa ll  ROR recommended by Mr .  Pa rcell  on the

Company's original cost rate base ("OCRB") is unreasonably low. Additionally, due to his

recommendation to assign a zero cost of capital to the difference between the Company's

OCRB and FVRB, his recommended ROR on FVRB is also unreasonably low.

Finally, and most importantly, I find Mr. Parcell's analysis of UNS Electric's financial

integrity to be severely lacking. The only quantitative financial analysis provided by Mr.

Parcell on this topic is a hypothetical calculation of interest coverage that fails to consider

the large reduction to the Company's requested rate relief being recommended by Staffs

20



Additiona lly, in  re je cting  the  Compa ny's  re que s t for CWIP  in  ra te  ba s e , Mr. P a rce ll

n1is td<enly a ssumes  tha t UNS Electric rece ives  its  financing based on the  credit qua lity of

UniS ource  Ene rgy a nd not on the  "...s itua tion of the  Compa ny its e lf." S ince  le nde rs  a nd

tra de  cre ditors  ha ving cre dit e xpos ure  to UNS  Ele ctric ca nnot look to UniS ource  Ene rgy

for re pa yme nt, the  s ta nd-a lone  cre dit qua lity of UNS  Ele ctric ca nnot be  ignore d, contra ry

to wha t Mr. P a rce ll sugge s ts . By focus ing a tte ntion on UniS ource  Ene rgy a nd a wa y from

UNS Electric, it appea rs  tha t Mr. Pa rce ll is  a ttempting to avoid the  "end re sult" te s t tha t he

describes  on page  6 of his  Direct Tes timony, where  he  discusses  the  financia l integrity te s t

required under the Hope court ruling.

Q- Pleas e  e labora te  on Mr. Purce ll's  cos t of equity ana lys is .
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A. Ce rta inly. Re ga rd ing  Mr. P a rce ll's  DCF a na lys is ,  the  ra nge  o f 9 .5% to  10 .5% he

e s ta blishe d for his  proxy groups  is  ve ry s imila r to the  ra nge  of 9.7% to 10.5% I obse rve d

for a  s imila r group of compa nie s . Howe ve r, the  ra nge  of 10.0% to 10.5% he  e s ta blishe d

us ing the  CAPM is  s ignifica ntly fla we d in a t le a s t one  re spe ct. Due  to this  fla w, the  cos t of

e q u ity e s tima te  ma d e  b y Mr.  P a rc e ll in  h is  p ro xy g ro u p  a n a lys is  is  s ig n ific a n tly

unde rs ta te d. Additiona lly, Mr. Pa rce ll's  compa ra ble  e a rnings  a na lys is  is  ba se d on a  fa ulty

unde rlying a s sumption a nd is  influe nce d by re porte d e a rnings  tha t a re  cle a rly outs ide  of

norma l inves tor expecta tions .
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Q, Wha t is s ue  do  you  ha ve  with  Mr. Purc e ll's  a pp lic a tion  of the  CAPM?

In e s tablishing a  range  for his  CAPM ana lys is , Mr. Pa rce ll use s  a  marke t risk premium tha t

s ignifica ntly unde rs ta te s  the  high e nd of tha t ra nge . Although Mr. P a rce ll re cognize s  tha t

inve s tors  cons ide r a rithme tic me a n re turns  in forming opinions  on the  s ize  of the  ma rke t

ris k pre mium, he  doe s  not a ctua lly us e  the  a rithme tic me a n ris k pre mium in e s ta blis hing

his  ra nge  of CAP M cos t e s tima te s . Ins te a d, he  us e s  the  a ve ra ge  of thre e  diffe re nt ris k

pre miums  in  h is  CAP M ca lcu la tions , two  o f which  a re  s ubs ta n tia lly lowe r tha n  the

A.
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a rithme tic me a n ris k pre mium. Doing s o s e rve s  to  unde rs ta te  the  ra nge  of inve s tor

e xpe cta tions  for the  ma rke t ris k pre mium a nd the  cos t of e quity. Ha d he  us e d the  6.5%

a rithme tic me a n ris k pre mium he  de s cribe s  ins te a d of the  lowe r 5 .9% "a ve ra ge " ris k

pre mium from pa ge  25, line s  20 through 25 of his  Dire ct Te s timony, the  uppe r e nd of the

range  for his  CAPM results  would have  been higher by 0.5% us ing the  median Be ta  va lues

shown on Sche dule  9 a tta che d to his  te s timony. As  a  conse que nce , the  uppe r e nd of the

range  for his  CAPM ana lys is  would have  been 11.0% ins tead of the  10.5% va lue  described

in his  te s timony. By compa rison, the  uppe r e nd of the  range e s ta blishe d us ing the  CAPM

wa s  11.2% in my Dire ct Te s timony, a nd 11.56% in Mr. Rigsby's  Dire ct Te s timony.

Q. Did Mr. Parcell also conduct a comparable earnings analysis?

Ye s , he  did. As  re fle cte d in the  ta ble  on pa ge  28 of his  Dire ct Te s timony, Mr, P urce ll

indica ted tha t the  ave rage  his torica l ea rned ROE for the  proxy groups  he  examined ranged

from 9.0% to 10.6%, while  the  a ve ra ge  prospe ctive  ROE ra nge d from 9.5% to 10.7%. He

uses  these  ranges  to provide  furthe r support for his  recommended ROE of 10.0% for UNS

Ele ctric.

Q. Should any weight be given to Mr. Parcell's comparable earnings analysis?

No. Firs t, the re  is  a  fa lse  pre sumption tha t the  his torica l e a rne d re turns  re porte d by the se

companies  and the  accounting re turns  projected by Va lue  Line  a re  indica tive  of the  cos t of

equity to these  companies . Second, the re  a re  some obvious  outlie rs  in the  da ta  used by Mr.

Purce ll tha t cas t furthe r doubt on the  va lidity of this  approach.

Q- Please expand on your first concern.
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A. Ce rta inly. S e ve ra l of the  compa nie s  include d in Mr. P urce ll's  compa ris on group, which

a re  lis ted in the  top ha lf of Schedule  10 a tta ched to his  Direct Tes timony, have  s ignificant

inve s tme nts  in whole sa le  ge ne ra tion or non-utility a ffilia te s . Furthe rmore , some  of the se

A.

A.
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companies  have  experienced prolonged pe riods  of financia l s tre ss , including bankruptcy in

the  ca s e  of P G&E Corpora tion. Unde r the s e  circums ta nce s , it is  difficult to unde rs ta nd

how the  his torica l ea rned re turns  reported by these  companies  can be  used to es tima te  the

forward-looking cos t of equity for a  regula ted dis tribution company.

Q. Could you also expand on your second concern?

A. Ye s . As  ma y be  se e n on pa ge  1 of Sche dule  10 a tta che d to his  te s timony, the  da ta  re lie d

upon by Mr. P a rce ll include s  s ome  e xtre me  outlie rs  s uch a s  Northe a s t Utilitie s  (3.8%

his torica l e a rne d ROE), P G&E Corpora tion (5.4% his torica l e a rne d ROE) a nd DP L, Inc.

(25.5% proje cte d ROE). Such va lue s  a re  obvious ly not re fle ctive  of the  cos t of e quity to a

re gula te d utility, a nd se rve  to unde rmine  Mr. Pa rce ll's  a s sumption tha t e a rne d a ccounting

re turns  for the se  compa nie s  a re  some how indica tive  of the  forwa rd-looking cos t of e quity.

If the  pre sumption unde rlying the  comparable  ea rnings  approach has  any merit a t a ll, then

the  ea rnings  of a  broade r indus try composite  should be  used ins tead of the  re la tive ly sma ll

s a mple  groups  use d by Mr. P a rce ll. As  ma y be  s e e n in the  firs t pa ge  of Atta chme nt A to

Mr. Rigs by's  Dire ct Te s timony, on the  lowe r le ft ha nd come r, Va lue  Line  e xpe cts  the

compos ite  re turn on common e quity for the  e le ctric utility indus try to  be  11% for the

pe riods  2007, 2008 and 2010-2012. On an his torica l ba s is , Va lue  Line  shows  a  compos ite

ea rned ROE of 10.9% to 12.4% for the  indus try ove r the  pe riod 2003-2006. These  va lue s

a re  s ignificantly higher than the  sample  group averages  cited by Mr. Pa rce ll.

Q- Do you have any further comments regarding Mr. Purcell's cost of equity analysis?
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A. Ye s . S imila r to Mr. Rigs by, MI. P a rce l] dis mis s e s  the  compa ny-s pe cific ris k fa ctors  cite d

in my dire ct te s timony for UNS Ele ctric. As  a  conse que nce , his  cos t of e quity e s tima te  for

UNS  Ele ctric is  s ignifica ntly unde rs ta te d. I dis cus s  the s e  compa ny-s pe cific ris k fa ctors ,

a nd why the y mus t be  cons ide re d in s e tting the  a llowe d ROE for UNS  Ele ctric, whe n

re butting Mr. Rigsby's  te s timony e a rlie r in my Re butta l Te s timony.
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Q, On page 14 of his direct testimony, Mr. Parcell refers to a 2003 rating agency report

on UNS Electric. Is UNS Electric rated by any of the major credit rating agencies?

No, it is  not. Howe ve r, a s  indica te d in my Dire ct Te s timony, the  Compa ny did re ce ive  a

ra ting of NAIC-3 on the  long-te rm de bt is s ue d to  fina nce  the  a cquis ition of Citize ns '

Arizona  Ele ctric prope rtie s  in  Augus t 2003. This  ra ting  wa s  a s s igne d by the  cre dit

committe e  of the  S e curitie s  Va lua tion Office  of the  Na tiona l As s ocia tion of Ins ura nce

Commis s ione rs  ("NAIC").

Q-

A.

Wha t does  a  s ecurity ra ting  of NAIC-3 s ay about the  c red it p rofile  o f UNS Elec tric ?

A ra ting of NAIC-3 is  roughly e quiva le nt to a  s pe cula tive -gra de  cre dit ra ting of "BB" (or

double -B) a s s igne d by S ta nda rd & P oor's  a nd Fitch, or the  s pe cula tive -gra de  ra ting of

"Ba " a s s igne d  by Moody's . By contra s t, UNS  Ele ctric 's  s is te r compa ny, UNS  Ga s ,

re ce ive d a  highe r inve s tme nt-gra de  ra ting of NAIC-2. The  de finitions  for the s e  s e curity

ra tings , a s  published by the  NAIC, a re  provided be low (with emphasis  added) :

NAIC 2 is  a s s igne d to obliga tions  of high qua lity. Cre dit risk is  low but ma y
incre a s e  in  the  in te nne d ia te  fu tu re a n d  th e  is s u e r's  c re d it  p ro file  is
rea sonably s table . This  means  tha t for the  pre sent, the  obliga tion's  protective
e le me nts  sugge s t a  high like lihood tha t inte re s t, principa l or both will be  pa id
in accordance  with the  contractua l agreement, but the re  a re  sugges tions  tha t
a n a dve rs e  cha nge  in  circums ta nce s  or e conomic, fina ncia l or bus ine s s
conditions  will a ffect the  degree  of protection and le ad to weakened capacity
to  pa y. An NAIC 2  ob liga tion  s hould  be  e lig ib le  fo r re la tive ly fa vora b le
trea tment unde r the  NAIC Financia l Conditions  Framework.
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NAIC  3  is  a s s ig n e d  to  o b lig a tio n s  o f m e d iu m  q u a lity.  C re d it ris k is
inte rmedia te and the is s uer's  credit profile  has  elements  of ins tability. Thes e
obligations  exhibit s peculative elements . This  me a ns  tha t the  like lihood tha t
inte re s t, principa ls  or both will be  pa id in a ccorda nce  with the  contra ctua l
agreement is  reasonable  for the  present, but an exposure  to an adverse  change
in circums ta nce s  or e conomic, fina ncia l or bus ine ss  conditions  would cre a te
an unce rta inty about the  is sue r's  capacity to make  time ly payments . An NAIC
3 obliga tion s hould be  e ligible  for le s s  fa vora ble  tre a tme nt unde r the  NAIC
Fina ncia l Conditions  Fra me work.
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Q-

A.

Is  there  any reas on to  be lieve  tha t UNS Electric  would  achieve  a  higher s ecurity

rating today?

No. The Company is currently at a  low point in terms of earnings and cash flow. While it

is possible that UNS Electric could achieve a higher rating following the conclusion of this

rate case, that possibility exists only if all (or substantially all) of the Company's requested

rate relief is granted by the Commission.

Q- How does a speculative-grade credit rating affect the cost of debt and equity capital?

As I discussed on pages 20 through 21 of my Direct Testimony, a speculative grade credit

rating adds at least 60 basis points (or 0.6%) to the cost of debt and equity. This observed

risk premium is  low rela tive  to historical credit spreads, which were significantly higher

just a few years ago. For example, in 2003 when UNS Electric and UNS Gas issued their

existing long-term notes, investors required a coupon of 7.61% for UNS Electric and only

6.23% for UNS Gas. Furthermore, the maturity of the UNS Electric note was shortened to

five years, compared with an average maturity of ten years for the UNS Gas notes. This

rea l life  example  serves  to illus tra te  the  impact of credit qua lity on the  cos t of capita l.

Unfortuna te ly, Mr. Pa rce ll chooses  to ignore  this  rea lity in making his  cos t of equity

recommendation for UNS Electric.
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Q- Did Mr. Purcell adopt the Company's proposed cost of debt and capital structure for

UNS Electric?

A.

A.

Not e xa ctly. While  the  Compa ny a djus te d the  te s t ye a r cos t of de bt a nd ca pita l s tructure

for the  cos t of a me nding UNS  Ele ctric's  cre dit fa cility in Augus t 2006, Mr. P a rce ll chos e

to use  the  unadjus ted te s t yea r va lues . S ince  the  Company was  able  to s ignificantly reduce

its  cos t of short-te rm borrowing by ma lting this  a me ndme nt, UNS  Ele ctric be lie ve s  tha t it

is  a ppropria te  to a djus t the  cos t of de bt a nd ca pita l s tructure  to re fle ct the  cos t of this

amendment. Furthe rmore , the  s a vings  a s s ocia te d with this  a me ndme nt a re  a lre a dy
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re fle cte d in the  6.36% cos t of short-te rm de bt propose d by the  Compa ny a nd use d by Mr.

Purce ll in his  ove ra ll ROR recommenda tion.

Q- On page 31 of his testimony, Mr. Parcell concludes that his cost of capital

recommendation provides the Company with "a sufficient level of earnings to

maintain its financial integrity." Do you agree with his conclusion?

No, I do not. Mr. Pa rce ll made  no a ttempt to de te rmine  whe the r or not the  Company could

a ctua lly a m his  re comme nde d ROE of 10.0% or his  ove ra ll ROR of 8.99%. Ba se d on a ll

of the  adjus tments  made  by S ta ff; the  recommended ra te  increase  for UNS Electric is  only

$3.8 million, or 45% of the  Compa ny's  re que s te d incre a s e . If S ta ffs  re comme nda tions

we re  a cce pte d in the ir e ntire ty, the  Compa ny would ha ve  no opportunity to a ctua lly e a rn

the  ROR re comme nde d  by Mr. P a rce ll. As  a  re s ult, the  pre -ta x in te re s t cove ra ge

ca lcula tion pre sented on Schedule  14 a ttached to his  Direct Tes timony represents  nothing

more  tha n a  hypothe tica l e xa mple . While  I a ppre cia te  Mr. P a rce ll's  inte nt, which is  to

e xa mine  the  impa ct of his  re comme nda tions  on the  Compa ny fina ncia l inte grity, it doe s

not take  into account the  numerous adjustments  made  by other Staff witnesses  tha t se rve  to

limit any improvement in the  Company's  ea rnings  and ca sh flow.
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Q, Did Mr. Parcel] make any other observations regarding the Company's financial

integrity?

Yes. On pa ge s  14 through 15 of his  Dire ct Te s timony Mr. Pa rce l] a ddre s se s  the

Company's ability to attract capital. In this section of his testimony, he states that it is not

"necessary" for UNS Electric to include CWIP in rate  base in order to a ttract capita l. In

support of his conclusion, he cites rating agency reports that refer to UNS Electric as "low

risk." However, the only rating agency report specifically cited by Mr. Parcell is  a  report

by Standard & Poor's published in 2003. This report is now four years old and was written

at a time when UNS Electric had five years remaining on a full-requirements power supply

A.

A.
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agreement and when the  cumula tive  e ffects  of growth and regula tory lag on UNS Electric

had not ye t ma te ria lized. Mr. Pa rce ll a lso makes  re fe rence  to the  supposed ability of UNS

Ele ctric to a ttra ct fina ncing ba s e d on the  cre dit qua lity of UniS ource  Ene rgy. Howe ve r,

this  a s s umption is  incorre ct, s ince  no gua ra nte e s  of UNS  Ele ctric de bt obliga tions  ha ve

be e n  is s ue d  by UniS ource  Ene rgy, TEP , or a ny o the r corpora te  a ffilia te  o the r tha n

UniSource  Ene rgy Se rvices  ("UES"), the  pa rent company of UNS Electric and UNS Gas .

Q- Do you agree  with  Mr. Purce ll's  conc lus ion  tha t CWIP is  not neces s a ry for UNS

Elec tric  to  a ttrac t c ap ita l?
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A. I a gre e  tha t ove r the  s hort-run, a s s uming no s ignifica nt cha nge s  occur in  the  ca pita l

ma rke ts , tha t UNS  Ele ctric could proba bly a ttra ct a dditiona l ca pita l without ha ving CWIP

in ra te  ba se . Howe ve r, wha t Mr. Pa rce ll doe s  not a ddre ss  is  the  a bility of the  Compa ny to

a ttra ct ca pita l on re a sona ble  te rms . If ca pita l ma rke t conditions  we re  to  de te riora te ,

re sulting in tighte r le nding s ta nda rds  a nd a  more  risk a ve rse  e nvironme nt, the  Compa ny

wo u ld  fa ce  s ig n ifica n tly h ig h e r b o rro win g  co s ts  a n d  a  co n tra c tin g  ma rke t fo r its

specula tive -grade  debt. Eve n if the  ca pita l ma rke ts  we re  to  re ma in  fa irly s ta ble , the

pros pe ct of e a rn ing  low s ingle -d ig it re turns  on  e quity, ha ving h igh  ca pita l s pe nding

re quire me nts  a nd no common divide nd pa yout would  ca us e  a ny pros pe ctive  e quity

inve s tor to think twice  be fore  committing a dditiona l e quity ca pita l to UNS  Ele ctric. Unde r

these  circumstances , the  Company would have  to re ly more  heavily on debt capita l to fund

its  ca pita l s pe nding ne e ds . With this  a dditiona l de bt le ve ra ge  come s  a dditiona l le nding

risk, a nd the  cos t of de bt to UNS  Ele ctric would like ly incre a se  s ignifica ntly. Additiona lly,

it s hould be  re cognize d tha t the  Compa ny's  borrowing ca pa city is  not infinite . S o while

Mr. Pa rne ll is  correct tha t additiona l capita l could probably be  a ttracted ove r the  short-run,

the  cos t of this  capita l will be  s ignificantly highe r, re sulting in adve rse  long-te rm e ffects  on

the  Company and its  customers.

27



1

2

3

4

Q- Is the calculation of a hypothetical interest coverage ratio sufficient to determine

whether or not UNS Electric will be able to attract capital on reasonable terms?

No, it is  not. In orde r to a s se s s  the  re a l fina ncia l impa ct of S ta ff"s  re comme nda tions , it is

ne ce ssa ry to e xa mine  the  Compa ny's  fina ncia l fore ca s t a nd to a djus t tha t fore ca s t for the

re duce d le ve l of ra te  re lie f re comme nde d by S ta ff Fina ncia l fore ca s ts  for UNS  Ele ctric

were  provided to S ta ff through the  discove ry process , a long with supporting ca lcula tions  of

ke y fina ncia l indica tors . While  I a m we ll a wa re  of the  comple xitie s  involve d in a djus ting

fina ncia l fore ca s ts , it is  a  re la tive ly e a s y ta s k to a s s e s s  the  impa ct of a  re duce d ra te

recommendation on certa in key financia l measures  such as  ne t income, opera ting cash flow

and re turn on equity.

Q. Ho w re c o m m e n d e d  ra te  in c re a s e  im p a c t ke y fin a n c ia l in d ic a to rs

A.

d o e s  S ta ffs

forecas ted for UNS Elec tric?

S ta ff ha s  recommended a  $4.7 million reduction to the  Company's  reques ted leve l of ra te

re lie f ba sed on te s t-yea r sa le s  leve ls . Adjus ting this  figure  for additiona l sa le s  growth, this
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diffe re nce  in a nnua l re ve nue s  would grow to a pproxima te ly $5.2 million by 2008. On a n

a fte r-tax bas is , this  repre sents  a  decrease  of approxima te ly $3.1 million in ne t income  and

ope ra ting ca sh flow re la tive  to the  Compa ny's  ba se  ca se  fina ncia l fore ca s t for 2008, the

re s ults  of which we re  s umma rize d in Exhibit KCG-9 a tta che d to my Dire ct Te s timony. In

tha t ba s e  ca s e  fore ca s t, the  Compa ny proje cte d ne t income  of $7.0 million, a  re turn on

a ve ra ge  common e quity of 8.3%, a nd ope ra ting ca s h flow of $17.8 million in 2008. As

re fle cte d in the  following ta ble , the  Compa ny's  fina ncia l fore ca s t would re fle ct a  proje cte d

ne t income  of only $3.9 million, a  re turn on a ve ra ge  common e quity of a pproxima te ly

4.6%, a nd ope ra ting ca s h flow of $14.7 million in 2008 whe n a djus te d for the  re duce d

leve l of ra te  re lie f recommended by S ta ff

A.
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(s  millions )
Company Forecast
(Exhibit KCG-9) Adjus tMe nt

Forecast Adj used
for Staff Proposal

Net Income $7.0 ($3.1) $3.9

Return on Equity 8.3% x(3 .9 /7 .0 ) 4.6%

Opera ting Cash Flow $17.8 ($3.1) $14.7
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If Mr. Pa rce ll's  hypothe tica l 10.0% e a rne d ROE on Sche dule  14 of his  Dire ct Te s timony is

re pla ce d with the  4.6% a djus te d ROE from the  ta ble  a bove , the  pre -ta x cove ra ge  ra tio

ca lcula te d by Mr. P a rce ll would fa ll from 3.0X to 1.9X. Although S che dule  14 a tta che d to

his  te s timony indica te s  tha t a  minimum cove ra ge  ra tio of 1.8X is  re quire d for a  "BBB"

inves tment-grade  credit ra ting, such a  ra ting would not be  fea s ible  for UNS Electric due  to

the  ca sh flow impact of S ta ffs  ra te  recommenda tion.

Q~ Does UNS Electric have a more recent base case financial forecast that can be used to

evaluate the prospective financial condition of the Company?

Yes . Exhibit KCG-12 provides  an upda ted summary of prob ected key financia l indica tors .

This  exhibit has  been upda ted to include  actua l reported results  through June  30, 2007, and

includes an updated base  case  forecast reflecting the  Company's  requested ra te  increase , as

we ll a s  a  fore ca s t re fle cting S ta ffs  re comme nde d ra te  incre a se . Additiona lly, it should be

noted tha t the  forecas t re flecting S ta ff's  proposa l a lso incorpora te s  the  recommenda tion of

S ta ff witne ss  Bing Young to e limina te  the  fre e  foota ge  a llowa nce  for ne w line  e xte ns ions ,

a  re comme nda tion  tha t wou ld  re duce  UNS  E le c tric 's  ne t ca p ita l e xpe nd itu re s  by

a pproxima te ly $3 million pe r ye a r.

Q. What do thes e  financ ia l forecas ts  revea l about UNS Elec tric 's  need for ra te  re lie f?
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A.

A. Eve n unde r the  ba se  ca se , which a ssume s  tha t UNS Ele ctric's  re que s te d ra te  incre a se  is

gra nte d in full, the  Compa ny will s till not be  a ble  to e a rn its  re que s te d ROE. Due  to the
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1

2

extraordinary growth in ne t plant investment, increases  to opera ting expenses  and the  need

for substantia l amounts  of new capita l, the  Company's  ea rned ROE is  prob ected to peak a t

8.4% in 2008 (a ssuming a  full yea r of ra te  re lie f) and is  expected to decline  gradua lly from

tha t point forwa rd. (S e e  pa ge  l of Exhibit KCG-12.) Unde r the  S ta ff ca se , the  Compa ny's

ea rned ROE is  projected to peak a t 4.8% in 2008 (aga in assuming a  full yea r of ra te  re lie f),

and is  expected to gradually decline  in subsequent years . Based on this  measure  a lone , it is

apparent tha t the  Company is  in dire  need of ra te  re lie f
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Q- How is the Company's credit profile affected by the rate increases proposed by UNS

Electric and by Staff?
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As  ma y be  s e e n a t the  bottom of pa ge  1 of Exhibit KCG-12, unde r the  Compa ny's  ra te

propos a l ope ra ting  ca s h  flow is  proje cte d  to  improve  mode s tly re la tive  to  the  le ve ls

recorded in 2006 and forecas ted for 2007. Howeve r, unde r the  S ta ff ca se , ope ra ting ca sh

flows  a re  projected to rema in nea r current depre ssed leve ls . This  impact on ca sh flow can

a ls o be  s e e n in two ke y cre dit qua lity ra tios : the  funds  from ope ra tions  ("FFO") inte re s t

cove rage  ra tio and FFO a s  a  pe rcentage  of tota l debt. These  foreca s ted ra tios , which a re

shown on page 3 of Exhibit KCG-12, indica te  mode s t improve me nt re la tive  to 2006 a nd

2007 under the  Company's  ra te  proposa l. By contras t, S ta ffs  ra te  proposa l is  prob ected to

re sult in a  furthe r de te riora tion of the se  two ke y ra tios . This  tre nd is  unde rs ta nda ble  s ince

no s ignifica nt improve me nt in  ope ra ting ca s h flow is  fore ca s te d  to  occur pe r S ta ff's

re comme nda tions , while  a t the  s a me  time  the  Compa ny is  borrowing a dditiona l de bt

ca pita l to fund ca pita l e xpe nditure s . S uch  a  s ce na rio  wou ld  no t bode  we ll fo r the

Company's  credit profile  and access  to capita l.

Actua l a nd fore ca s te d va lue s  for two othe r cre dit qua lity ra tios  a re  s hown on pa ge  2 of

Exhibit KCG-12. Ne t ca s h flow a s  a  pe rce nta ge  of ca pita l e xpe nditure s  is  e xpe cte d to

re ma in low re la tive  to indus try me dia n va lue s  e ve n if the  Compa ny is  gra nte d its  full ra te

A.
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re que s t. In te rms  of ca pita l s tructure , UNS  Ele ctric's  e quity ra tio is  proje cte d to improve

gra dua lly unde r the  Compa ny's  ra te  propos a l. Unde r the S ta ff ca s e , howe ve r, the

Compa ny's  e quity ra tio is  proje cte d to re ma in be low the  te s t ye a r le ve l of 49% through a t

le a s t 2009 due  to a  combina tion of lowe r e a rnings  a nd highe r borrowing a t UNS  Ele ctric.

Furthe rmore , this  fore ca s t a s s ume s  tha t a n a dditiona l $10 million of e quity ca pita l is

inje cte d into the  Compa ny in 2008. In light of the  a ne mic ROE fore ca s t for UNS  Ele ctric

unde r S ta ffs  ra te  propos a l, it is  unlike ly tha t s uch a n inve s tme nt could be  jus tifie d to

UniSource  Energy's  sha reholde rs .

Q- In light of these projections, do you believe that Staff's rate proposal would give UNS

Electric an opportunity to earn a reasonable ROR and enable the Company to

maintain its credit?

No, I do not. An earned ROE of four to five percent, coupled with further deterioration

in the  Company's  debt and inte res t coverage  ra tios , will not a llow the  Company to

maintain its credit or attract capital on reasonable terms.

Q- Would your opinion change if the Company were granted deferred accounting

treatment for the Black Mountain Generating Station ("BMGS") as Staff's witness

Ralph C. Smith recommends?
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No, it would not. Such accounting treatment would do nothing for the  Company's  cash

flow, even though large amounts of capital would have to be raised in order to fund the

purchase  of this  $60 million to $65 million genera ting facility. Adding this  additiona l

capita l, with no commensura te  increa se  in ca sh flow, would se rious ly degrade  the

Company's credit profile.

A.

A.
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Q, Has  the  Company prepa red  financ ia l forecas ts  tha t inc lude  the  propos ed purchas e  of

the  BMGS ?

Ye s . Exh ib it KCG-13  con ta in s  ke y fina nc ia l ra tio  p ro je c tions  re fle c ting  bo th  the

Company's  ra te  proposa l and S ta ffs  ra te  proposa l.

Q- What conclusions can be drawn from these forecasts?
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Firs t, a s  de s cribe d in Mr. Ke vin P . La rs on's  Dire ct Te s timony, the  Compa ny's  fina ncia l

profile  is  modes tly improved if the  BMGS is  a fforded ra te  base  trea tment and the  proposed

ra te  re cla s s ifica tion is  imple me nte d upon comme rcia l ope ra tion. As  ma y be  s e e n a t the

b o tto m o f p a g e  l o f E xh ib it KCG-1 3 ,  th e  mo s t vis ib le  s ig n  o f imp ro ve me n t is  th e

s ignificant increa se  in ope ra ting ca sh flow unde r the  Colnpany's  ra te  proposa l. As  may be

se e n on pa ge  2 of this  sa me  e xhibit, this  a lso tra ns la te s  into a  s ignifica nt improve me nt in

the  ra tio of ne t ca sh flow to ca pita l e xpe nditure s  in 2009. Although othe r ke y ra tios  unde r

the  Compa ny's  ra te  proposa l re ma in a bout the  sa me  a s  shown in Exhibit KCG-12, which

doe s  not re fle ct the  propos e d purcha s e  of the  BMGS , the  ove ra ll fina ncia l condition of

UNS  Ele c tric  is  mode s tly improve d  de s p ite  ha ving  ra is e d  a  s ubs ta n tia l a moun t o f

additiona l debt and equity capita l.

A.

A.

Unde r S ta ffs  propos a l, which re fle cts  only a  $3.8 million ra te  incre a s e  a nd a  de fe rre d

a ccounting orde r for the  BMGS , the  fore ca s te d re sults  a re  de cide dly diffe re nt. Ins te a d of

increas ing, the  Company's  ope ra ting cash flow is  actua lly projected to decrease  re la tive  to

current leve ls . And, s ince  additiona l debt is  needed to fund the  purchase  of the  BMGS, the

FFO inte re s t cove ra ge  ra tio a nd FFO a s  a  pe rce nta ge  of tota l de bt both de cline  ma rke dly

from curre n t le ve ls . (S e e  p a g e  3  o f E xh ib it KCG -1 3 .) Additiona lly, de s pite  the

a s s umption tha t a ll non-fue l cos ts  of the BMGS would be  de fe rre d on the  Compa ny's

income  s ta te me nt, the  e a rne d ROE for UNS  Ele ctric is  proje cte d to re ma in in the  four to

five  pe rce nt ra nge  through 2009. (S e e  pa ge  l of Exhibit KCG-13.) S uch a  ROE is  cle a rly
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insufficient to a ttract the  capita l needed to finance  the  proposed purchase  of the  BMGS .

Q, Do e s  Mr. P a rc e ll ma ke  a  re c o mme n d a tio n  re g a rd in g  th e  a p p ro p ria te  ROR to  a p p ly

A.

to  fa ir va lue  ra te  ba s e  ("FVRB")?

Ye s , he  doe s . On pa ge  38 of his  Dire ct Te s timony, Mr. P urce ll re comme nds  a s s igning a

ze ro cos t of ca pita l to the  diffe re nce  be twe e n OCRB a nd FVRB. This  me thodology is

ma the ma tica lly e quiva le nt to  the  "ba cking-in" me thod tra ditiona lly us e d  by S ta ff to

de te rmine  the  ROR on FVRB, a  me thod tha t wa s  re ce ntly found de ficie nt by the  Arizona

Court of Appea ls  in the  Chaparra l decis ion.
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Q- Do you have a different recommendation for determining the ROR on FVRB?

Ye s , I do. I re comme nd tha t the  Commis s ion a pply the  we ighte d a ve ra ge  cos t of ca pita l

(or ove ra ll ROR) to the  Company's  fa ir va lue  ra te  base  for purposes  of se tting ra te s  in this

proce e ding. To the  e xte nt s uch a  ca lcula tion would re s ult in a  highe r ra te  incre a s e  tha n

propos e d by the  Compa ny, UNS  Ele chic would s till be  limite d to the  origina l ra te  re lie f

sought in the  Company's  ra te  applica tion.

Q- Does that conclude your rebuttal to Mr. Purcell's Direct Testimony?

Yes, it does .

v. RE BUTTAL TO  S TAFF WITNE S S  RALP H c .  S MITH.
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Q- Mr. Grant, could you please summarize your view of Mr. Smith's Direct Testimony?

A.

A.

A. Ye s . S imila r to Ms . Dia z Corte z, Mr. S mith re je cts  the  Compa ny's  re que s t for CWIP  in

ra te  ba se  la rge ly on philosophica l grounds . Although he  re cognize s  tha t the  inclus ion of

CWIP  in ra te  ba s e  is  up to the  Commis s ion's  dis cre tion, he  offe rs  s e ve ra l re a s ons  why

Staff does not recommend this  ra temaking trea tment.
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Q. What specific reasons are offered by Mr. Smith in rejecting the Company's request

for CWIP in rate base?

On pa ge  14  of h is  Dire ct Te s timony, Mr. S mith  offe rs  four re a s ons  for re je cting  the

Company's  reques t for CWIP in ra te  base . The  firs t two reasons , tha t CWIP in ra te  base  is

not normally a llowed by the  Commiss ion, and tha t prob ects  included in the  te s t yea r CWIP

ba la nce  we re  not ye t in se rvice  a s  of the  te s t ye a r, a re  me re ly s ta te me nts  of the  obvious ,

the y a re  not re a s ons  to a utoma tica lly dis a llow CWIP  in ra te  ba s e  for UNS  Ele ctric. The

third reason, which re la tes  to the  need to recognize  revenues  produced by projects  included

in the  te s t yea r CWIP ba lance , is  both impractica l and unnecessa ry. It is  impractica l due  to

the  need to identify the  incrementa l revenue  genera ted by every customer added as  a  result

of the  te s t ye a r inve s tme nt in CWIP , which by de finition include s  murde rous  pa rtia lly-

comple ted projects  tha t may facilita te  cus tomer additions  ove r a  number of yea rs . It is  a lso

unne ce s s a ry for the  re a s on e xpla ine d in my re butta l of Ms . Dia z Corte z, na me ly tha t

growth is  de trime nta l to UNS  Ele ctric's  e a rnings  ove r the  s hort-run. The  fourth a nd fina l

re a son offe re d by Mr. S mith in re je cting the  Compa ny's  re que s t is  tha t UNS  Ele ctric ha s

made no s pe cific e nforce a ble  commitme nt to a  ra te  ca s e  mora torium pe riod. In offe ring

this  re a s on, Mr. S mith e rrone ous ly a s s ume s  tha t UNS  Ele ctric would s ome how be  in a

pos ition to ma ke  such a  commitme nt prior to knowing how much ra te  re lie f it will re ce ive .

Q- In excluding CWIP from rate base, Mr. Smith made a $10.8 million downward

adjustment to rate base. Did he make a corresponding adjustment to rate base to

reduce customer advances?
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A. No. At the end of the test year, the portion of customer advances payable by UNS Electnlc

related to the $10.8 million CWIP balance was $1.9 million. Since the full balance of

customer advances was deducted from rate base in the Company's rate tiling, Mr. Smith

should have adjusted the balance of customer advances by this amount. By denying CWIP

in rate base, and not adjusting the balance of customer advances, the result is to penalize

A.
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UNS Electdc for canoing a  ba lance  of CWIP a t the  end of the  te s t yea r.

Q- Did Mr. Smith consider the Company's alternative request for including post-test

year plant additions in rate base?

Ye s , he  did. Howe ve r, he  did not ha ve  a ny a dditiona l re a s ons  to offe r for re je cting this

ra te ma king a lte rna tive , which would provide  ra te  ba s e  tre a tme nt for the  $8.7 million of

test-year CWIP tha t has  a lready been place  into service .

1
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4
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8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Assuming the Company were allowed to put the test year balance of CWIP in rate

base, does Mr. Smith agree with your recommendation to continue accruing AFUDC

on all new construction projects?

No, he does not. Unfortunately, he believes that doing so would be improper and would

"...give UNS Electric both a cash return on CWIP through its inclusion in rate base and an

AFUDC return," as he notes in his Direct Testimony on page 17 at lines 8 through 10. He

goes  on to s ta te  tha t "If CWIP were  to be  a llowed in ra te  base , which the  Sta ff is  not

recommending in this case, then AFUDC accnials on the amount of CWIP included in rate

base must cease." While UNS Electric agrees that it would be improper after new rates are

implemented to continue accruing AFUDC on specific projects  that (i) were included in

the test year balance of CWIP and (ii) are still classified as CWIP at the time new rates are

implemented, Mr. Smith is  advocating something entirely different. Instead, Mr. Smith is

advocating that the amount of test year CWIP allowed in rate base (e.g., $10.8 million per

the  Company's  reques t) be  deducted from a ll future  CWIP ba lances  in ca lcula ting

AFUDC, even if die  tes t year CWIP projects  have  long s ince  been closed to plant in-

service. As pointed out in my Direct Testimony, this would be unfair to a Company such

as UNS Electric that has many short-lived construction prob ects in its CWIP balance at any

given time. Since  the  FERC accounting guide lines  on CWIP and AFUDC accounting

were intended to address the inequity associated with earning both a cash return and an

A.

A.
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AFUDC re turn  on a  la rge  proje ct a t the  s a me  time , s uch a s  might occur with  the

cons truction of a  la rge  ca s e loa d ge ne ra ting fa cility, a n e xce ption to this  a ccounting

guideline  is  warranted in the  case  of UNS Elechic.

Q- Do you have any other comments on Mr. Smith's testimony?

A. No. Most of his  concerns  regarding CWIP in ra te  base  a re  s imila r to the  concerns  voiced

by Ms. Diaz Cortez, which I have a lready addressed earlier in my Rebutta l Testimony.

Q . Does this conclude your rebuttal testimony?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

Ye s , it doe s .

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

A.
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Exhibit KcG-11
Page 1 of 2

Growth Rates Experienced by Arizona Utilities

Southwest Gas Corporation

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,138
$1 ,278
$1,380
$1,459
$1,581
$1,686
$1 ,828
$2,oa4
$2,176
$2,336
$2,489
$2,868

985,043
1,044,505
1,104,060
1 ,1$2,831
1 ,224,770
1,289,104
1 ,348,970
1,407,286
1 ,467,752
1 ,550,509
1,645,004
1,745,125

$1,155
$1 ,224
$1,232
$1 .255
$1 ,291
$1,308
$1,354
$1 ,445
$1 ,483
$1 ,507
$1,513
$1 .529

Compound Annual
Growth Rate
(1995 - 2006)

8.1% 5.3% 2.6%

Absolute Growth
Over Last 3 Years
(2003 - 2006)

22.6% 18.9% 3.1%

Arizona Publlc Sewlce Company

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1995
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$4.647
$4,655
$4.678
$4.731
$4,753
$4.910
$5,059
$5,886
$6,070
$5,258
$7,525
$7,827

704,993
737,504
766,531
796,410
828,935
864,990
892,805
921,251
953,251
989,502

1 ,033,423
1,075,191

$6,592
$6,312
$5,103
$5,940
$5,748
$5,675
$5.666
$5,389
$6,388
$6,324
$7,282
$7,280

Compound Annual
GrowthRate
(1995 - 2006)

4.9% 3.9% 0.9%

Absolute Growth
Over Last 3 Years
(2003 - 2006)

28.9% 12.8% 14.3%



Exhibit KCG-11
Page 2 of 2

Growth Rates Experienced by Arizona Utilities

Tucson Electric Power Company

Net Plant
($ Millions) Customers

Investment per
Customer

1 995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2005

$1,125
$1,117
$1 ,11s
$1 .114
$1,293
$1,298
$1,299
$1.480
$1,506
$1,538
$1,616
$1 ,681

302,517
310,950
316,895
324,886
334,137
342,914
350,938
359,372
367,239
375.532
384,898
392,477

$3,719
$3,592
$3,522
$3,429
$3,869
$3,786
$3,701
$4.118
$4,101
$4,096
$4.199
$4,283

Compound Annual
Growth Rate
(1995 - 2006)

3.7% 2.4% 1.3%

Absolute Growth
Over Last 3 Years
(2003 _ 2006)

11.6% 6.9% 4.4%

UNS Electric, Inc.

Investment per
Customer

2003
2004
zoos
2006
2007 Fest.
2008 Fcst.
2009 Fcst.

Net play
($ Millions)

$93
$103
$127
$157
$183
$209
$234

Customers
81,146
85,464
89,103
92,917
98.210

103,822
110,314

$1,147
$1,210
$1 ,427
$1,590
$1 ,883
$2,013
$2,121

Confound Annual
GrowthRates
2003-2006
2006-2009 Fest.

19.0%
14.2%

4.6%
5.9%

13.8%
7.9%

Absolute Growth
2003-2006
2006-2009 Fest.

68.6%
49.0%

14.5%
18.7%

47.3%
25.5%
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Exhibit KcG-12
Page 1 of 8

UNS Electric, Inc.
Updated Flnanelal Forecast with Company and Staff Rate Proposals

Summary of Key Financial Indicators
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Exhibit KCG-13
Page 1 of 3

UNS EleMrlc, Inc.
Updated Financial Forecast warn Company and Staff Rate Proposals

Summary of Key Financial Indicators with BMGS
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UNS Electric, Inc.
updated Financial Forecast with Company and Staff Rate Proposals

Summary of Key Financial indicators with BMGS
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UNS Electric, Inc.
Updated Financial Forecast with Company and Staff Rate Proposals

Summary of Key Financial Indicators with BMGS
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1 . INTRODUCTION.1

2

3

4

Q- Please state your name and address.

5

Kevin P. Larson. My business address is One South Church Avenue, Tucson, Arizona,

85701.

Q- Are you the same Kevin P. Larson that previously submitted Direct Testimony on

behalf of UNS Electric in this Docket?

Yes.

Q- Have you reviewed the Direct Testimony filed by the Commission Staff and other

parties to this rate case?

Yes I have.

Q. On whose behalf are you filing your rebuttal testimony in this proceeding?

My Rebuttal Testimony is filed on behalf of UNS Electric.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Q- What is the purpose of your rebuttal testimony?

My Rebuttal Testimony is related to UNS Electric's requested rate treatment of the Black

Mountain Generating Station ("BMGS"). I will offer rebuttal to the Direct Testimonies of

both Ar izona  Corpora t ion Commiss ion S ta ff  ("S ta fF ' )  and the Res ident ia l  Ut il i ty

Consumer Office ("RUCO").

23

24 11. REQUESTED RATE TREATMENT OF BMGS.

25

26

27

Q- Please summarize the Company's proposed rate treatment of BMGS.

The Company is requesting a post-test-year adjustment to rate base and a corresponding

A.

A.

A.

A.

A.

A.

1



1

2

3

4

re cla s s ifica tion of ra te s  e ffe ctive  J une  1, 2008 - or a t a  la te r da te  if comme rcia l ope ra tion

is  de la ye d  be yond J une  l,  2008.  The  J une  1 ,  2008 e ffe c tive  da te  is  tie d  to  the  Ma y 31 ,

2008 e xpira tion da te  of UNS  Ele ctric 's  full re quire m e nts  s upply a gre e m e nt with P inna cle

W e s t  C a p ita l C o rp o ra t io n  ("P W C C "). Th e  e ffe c t  o f p u rc h a s in g  BMG S  is  t o  a d d

a pproxim a te ly $10 m illion to  the  Com pa ny's  non-fue l re ve nue  re quire m e nt,  a s s um ing a

$ 6 0  m illio n  p ro je c t c o m p le tio n  c o s t. If a p p ro v e d ,  th e n  s ta rt in g  J u n e  1 ,  2 0 0 8  a t  th e

e a rlie s t,  UNS  Ele c tric  would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to  cus tom e rs  by

a pproxim a te ly 0.6 ce nts  pe r kph while  s im ulta ne ous ly m a king a  corre s ponding de cre a s e

of 0 .6  ce nts  pe r kph to  the  ba s e  powe r s upply ra te .  The  ra tiona le  for re duc ing the  ba s e

powe r s upply ra te  is  tha t UNS  Ele c tric ,  by a cquiring th is  fa c ility,  will a void  buying up to

90 MW of whole s a le  ma rke t ca pa city, a  la rge  portion of re quire d a ncilla ry s e rvice s , a nd a

s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to the  loca tion of this  fa cility.

111. REBUTTAL TO STAFF.

Q- Have you read Staff's Direct Testimony regarding the proposed rate treatment of

BMGS?

A. Ye s .

Q- Does Staff agree with UNS Electric's proposal to make a post-test-year adjustment

for BMGS?
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A. No. S ta ff oppos e s  a  pos t-te s t-ye a r a djus tme nt for BMGS . Ra lph  C. S mith  fo r S ta ff

te s tifie s  - in his  Dire ct Te s timony on pa ge  89 a t line s  5 through 6 - tha t "[one ] of the

prima ry de ficie ncie s  is  tha t the  pla nt is  not e xpe cte d to be  in comme rcia l ope ra tion until

May or June  2008." UNS Electric is  not reques ting its  proposed ra te  trea tment for BMGS

Le ntil it be come s  comme rcia lly ope ra tiona l a nd no s oone r tha n J une  1, 2008. This  is

be ca use  the  Compa ny ha s  a  full re quire me nts  purcha se d powe r supply a gre e me nt with

2



1 P WCC through Ma y 31, 2008. S o, we  a re  uncle a r a s  to why S ta ff vie ws  the  timing of

BMGS ' comple tion a s  a  "de ficie ncy" in te lls  of the  Compa ny's  ra te  ba se  re que s t, give n

tha t the  reques t would not take  e ffect until BMGS is  opera tiona l.

2

3

4

BMGS  is  s che dule d to be  comme rcia lly ope ra tiona l on or be fore  J une  1, 2008. Until

the n , UNS  Ele ctric  will continue  re ce iving  ne a rly a ll o f its  e ne rgy ne e ds  unde r its

agreement with PWCC.

Q. Does Staff have concerns about the cost of BMGS?

5
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17

18

19

20

21

22

Ye s . Mr. S mith  s a ys  in  h is  Dire ct Te s timony on  pa ge  89  a t line  8  tha t "...the re .is

unce rta inty re ga rding the  tota l cos t of the  pla nt." Howe ve r, the  tota l cos t to comple te

BMGS  ha s  not cha nge d from the  e s tima te s  provide d by the  Compa ny in our Dire ct

Testimony. Further, the  Company's  proposed adjus tment to ra te  base  in this  case  re flects

the minimum cos t e s tima te  of $60 million. If a ctua l proje ct cos ts  e xce e d $60 million,

UNS  Ele ctric  will not s e e k ra te  ba s e  tre a tme nt for a ny a dditiona l a mount until the

Compa ny's  ne xt ra te  ca s e . In a ddition, the  Compa ny is  cormnitte d to filing a  proje ct

comple tion re port with the  Commiss ion prior to ma king the  ra te  re cla s s ifica tion. Fina lly,

if the  project were  to be  comple ted a t a  cos t of le ss  than $60 million, the  Company would

reduce  the  s ize  of the  reques ted ra te  recla ss ifica tion in proportion with the  change  in the

fina l cos t. But a ll the  evidence  sugges ts  tha t the  cos ts  to comple te  BMGS will be  a t lea s t

$60 million. Ne ithe r S ta ff nor RUCO provide d a ny a na lys is  re ga rding the  cos t to build

BMGS .

Q. Does Staff have concerns about the economics of UNS Electric owning BMGS?

23

24

25

26

27

A.

A. Ye s , it a ppe a rs  s o. De s pite  be ing pre s e nte d with e xte ns ive  a na lys is , dis cove ry a nd

te s timony from the  Compa ny, S ta ff s till s e e ms  unwilling to a cce pt tha t BMGS  is  a  good

inve s tme nt for UNS  Ele ctric a nd its  cus tome rs . For ins ta nce , Mr. S mith s ta te s  in his

3



1

2

3

4

5

6

7

Dire ct Te s timony on pa ge  89 a t line s  10 though 12, "[t]he re  is  unce rta inty re ga rding

whe the r it would be  e conomica l for UNS  Ele ctric a nd its  ra te pa ye rs  for the  utility to own

the  pla nt or to obta in powe r by some  othe r me thod." Mr. S mith doe s  not de scribe  wha t

he  thinks  thos e  unce rta intie s  a re . Howe ve r, I pointe d out in my Dire ct Te s timony a nd

s howe d in s e ve ra l e xhibits  tha t UNS  Ele ctric a nd its  cus tome rs  will re a lize  nume rous

ope ra ting a nd fina ncia l be ne fits  if the  Compa ny owns  BMGS . And Mr. S mith did not

subs tantia lly re fute  those  bene fits . I will re ite ra te  these  bene fits  be low:

8

9 1. Fin a n c ia l Be n e fits .

10

11

12

Ra te  ba se  tre a tme nt of BMGS  will improve  UNS  Ele ctric's  ca sh flow. This  is  be ca use  of

the  re tu rn  a llowe d  on  the  o rig ina l cos t o f the  inve s tme n t,  the  ra te  re cogn ition  o f

13

14

15

16

17

de pre c ia tion ,  a nd  by us ing  a cce le ra te d  ta x de pre c ia tion  for UNS  E le c tric 's  incom e  ta x

filings . The  improve me nt in ca s h flow would be ne fit the  Compa ny a nd its  cus tome rs  by:

P roviding a nothe r s ource  of funding for tra ns mis s ion a nd dis tribution proje cts ,

Im proving the  c re dit profile  of UNS  Ele c tric ,  a nd

Allowing the  Com pa ny to a ttra ct fina ncing on m ore  re a s ona ble  te a rs .

18

19

20

2 1

22

23

24

25

Als o,  on  pa ge  1  of Exhibit KP L-2 of m y Dire c t Te s tim ony,  I s howe d the  be ne fits  of ra te

ba s ing  BMG S  upon  com m e rc ia l ope ra tion  ve rs us  wa iting  un til a  s ubs e que n t ra te  ca s e

(e .g. in  2 0 1 1 ).  Als o ,  a s  d is c u s s e d  in  th e  Re b u tta l Te s tim o n y o f Mr.  Ke n to n  C .  G ra n t,

UNS  E le c tric 's  c a s h  flows  a re  p ro je c te d  to  im prove  s ign ific a n tly if BMG S  is  a dde d  to

ra te  ba s e  in  20081 . Hig h e r  c a s h  flo ws  a llo w th e  C o m p a n y to  fin a n c e  m o re  o f it s

tra ns m is s ion  a nd  d is tribu tion  inve s tm e n ts  with  in te rna l funds .  Unde r S ta ffs  p ropos a l,

which  re fle c ts  a  de fe rre d  a ccounting  orde r for BMG S , the re  is  a  p ro je c te d  de c re a s e  in

26

27
1 See page l of Exhibit KCG-13 of UNS Electric witness Kenton C. Grant's rebuttal testimony.
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1

2

3

4

5

6

ope ra ting cash How, and s ince  additiona l debt is  needed to fund the  purchase  of BMGS,

UNS  Ele ctric 's  fina ncia l profile  would be  ma te ria lly we a ke ne d. Additiona lly, de s pite

S ta ffs  a s s umption tha t a ll non-fue l cos ts  of BMGS  a re  de fe rre d on the  Compa ny's

income  s ta te me nt, the  e a rne d ROE for UNS  Ele ctric is  proje cte d to re ma in in the  4-5%

ra nge  in 2008 a nd 2009. Such a n ROE would ma ke  it difficult for UNS Ele ctric to a ttra ct

the  capita l needed to finance  the  purchase  of BMGS3.

7

8

9

10

11

From a  long-te rm ra te  pe rs pe ctive , cus tome rs  be ne fit from ha ving long-live d a s s e ts

dedica ted to public s e rvice . The  cumula tive  e ffects  of deprecia tion expens e  and de fe rred

income  ta xe s  on ra te  ba s e  will re duce  the  Compa ny's  re ve nue  re quire me nt for owne d

ge ne ra ting ca pa city ove r time , a nd will provide  more  long-te rm price  s ta bility re la tive  to

purcha s e d powe r a gre e me nts  or le a s e  a gre e me nts  tha t mus t be  re pla ce d or re ne we d a t12

13

14

ma rke t price s  whe n thos e  a gre e me nts  e xpire . Exh ib it KP L-3  a tta c he d  to  m y Dire c t

Te s timony illus tra te s  the  long-te rm be ne fits  of UNS  Ele ctric owning BMGS .

15

16 2. Opera ting  Bene fits .

17

18

19

20

21

Owne rship of BMGS  by UNS  Ele ctric would provide  the  Compa ny with:

fle xibility with full, unfe tte re d dispa tch rights ;

re lia b ility with  th e  Co mp a n y h a vin g  co mp le te  d is c re tio n  a n d  co n tro l o ve r

maintenance  and opera tion of the  facility,

22

23

e ffic ie ncy by me e ting  the  e xa c t pe a king  ca pa c ity a nd  re s e rve  ne e ds  of UNS

Ele ctric 's  s upply portfolio, a nd

24

25

26

27 2 See page 3 of Exhibit KCG-13 fUNS Electric witness Kenton C. Grant's rebuttal testimony.
_r See page 1 of Exhibit KCG-13 of UNS Electric witness Kenton C. Grant's rebuttal testimony.
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1

2

3

4

loca tion be ne fits  by be ing built in  UNS  Ele ctric 's  loa d a re a  minimizing

transmission costs and enhancing system reliability and connection to dual pipeline

systems for fuel supply redundancy.

Mr. Michael J . DeConcini describes the operating benefits  UNS Electric will receive by

owning BMGS in his Direct and Rebuttal Testimonies.

Q- Does Staff's recommendation that UNS Electric should apply for deferred accounting

treatment for BMGS solve the problems you describe?

A. No. Deferred accounting treatment would not provide UNS Electric with sufficient cash

flows to support the BMGS' estimated cost of $60 million to $35 million. Given the size

of the BMGS investment relative to UNS Electric's  Original Cost Rate Base ("OCRB") of

$141 million, and the  looming maturity of a ll $60 million of die  Company's  outstanding

long-te rm debt in August 2008, the  only rea lis tic option is  to reques t a  pos t-tes t-year

adjustment to rate base and corresponding rate reclassification.

Q. Do you have any other concerns about deferred accounting treatment?
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18 A.

19

20

21

22

23

24

25

26

27

Yes. Staff is  mere ly recommending tha t the  Company apply for deferred accounting

treatment. The re  is  no a ssurance , however, tha t UNS Electric's  inves tment will be

approved into ra te  base  in a  future  proceeding. This  means  the  Company s till bears

substantial risk until a decision is rendered about BMGS. The Company cannot take the

risk that BMGS could be found imprudent in UNS Electric's next rate case even though all

the  evidence  shows tha t BMGS is  a  prudent and economica l inves tment. Also, if the

economic benefits of owning BMGS are subject to questioning in a future rate proceeding,

the Company may not be able to book any deferrals for financial reporting purposes even if

an accounting order is granted.

6



We  a ls o ha ve  conce rns  re ga rding the  impa ct of de fe rre d a ccounting tre a tme nt on UNS

Ele ctric's  cus tome rs . S ince  the  non-fUe l re ve nue  re quire me nt for BMGS is  a pproxima te ly

$10 million pe r ye a r, the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by the  time  a  ra te

case  could be  filed and acted on by the  Commiss ion. By contras t, UNS Electric's  proposed

ra te  tre a tme nt of BMGS  is  de s igne d so tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l

ba la nce s  in future  ye a rs . Additiona lly, the  Compa ny would pre fe r to wa it longe r be fore

filing a nothe r ra te  ca s e . Howe ve r, due  to  ca s h  flow conce rns , the  us e  of de fe rre d

a ccounting would give  the  Compa ny no choice  but to file  a nothe r ra te  ca se  shortly a fte r

this  proceeding is  concluded.

Q- Does Staff raise any other concerns?

A. Yes. These  concerns  a re  as  follows:

Lack of Tes t-Yea r Spending .

Mr. S mith - in his  Dire ct Te s timony on pa ge  88 a t line s  1 to 2 - s ta te s  tha t, "[i]t a ppe a rs

tha t only minima l, if any cos ts  have  been incurred by UNS Electric in the  te s t yea r." As  we

indica te d, UniS ource  Ene rgy De ve lopme nt Compa ny ("UEDC") is  cons tructing BMGS ,

not UNS  Ele ctric. Also, cons truction of BMGS  did not be gin until a fte r the  e nd of the  te s t

ye a r, s o ne ithe r UNS  Ele ctric, nor UEDC for tha t ma tte r, incurre d a ny cos ts  for BMGS

during the  te s t ye a r. S ince  the  cos ts  of the  pla nt will s imply dis pla ce  purcha s e d powe r

costs  when the  ra te  reclass ifica tion and post-tes t-year adjus tment is  made , the  s ignificance

of his torica l te s t-ye a r e xpe nditure s  is  difficult to unde rs ta nd in this  circums ta nce . Mr.

Smith's  s ta te me nt a bout cos ts  incurre d during the  te s t ye a r ha s  no re le va nce  to wha t the

Company is  proposing.
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Ability to  Fina nc e  BMGS .

S ta ff is  a lso unclea r a s  to "how UNS Electric would be  unable  to ra ise  capita l to purchase
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1 BMGS  whe n UEDC could ra is e  the  ca pita l to cons truct the  pla nt",

2

3

4

a s  Mr. S mith s ta te s  in

his  Dire ct Te s timony on pa ge  91, a t line s  4 through 8. Wha t S ta ff doe s  not a ppe a r to

unde rs ta nd is  tha t - if UEDC owns  BMGS  .-_ UEDC could immedia te ly be gin to re cove r

non-fue l cos ts  by re ce iving de ma nd cha rge s unde r a  whole s a le  purcha s e d  powe r

agreement. The  a b ility to  be g in  imme d ia te  cos t re cove ry p rovide s  UEDC with  a n

a dva nta ge  in te rms  of fina ncing BMGS . Widiout imme dia te  cos t re cove ry, UNS  Ele ctric

could a tte mpt to fina nce  the  purcha se  of BMGS . Howe ve r, UNS  Ele ctric's  sma ll s ize  a nd

unfa vora ble  ca s h flow pos ition would md<e  it difficult to a cce s s  the  ca pita l ma rke ts  on

favorable  te rms.
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Cash Flow Impact ofRate Reclassification.

S ta ff is  uncle a r of how UNS  Ele ctric's  propos e d "re ve nue  ne utra l" ra te  re cla s s ifica tion

would re sult in a  subs ta ntia l improve me nt in the  Compa ny's  ca sh flow, a s  s ta te d in Mr.

Smith's  Direct Tes timony a t page  91, lines  16 though 18. Mr. Radigan a lso a lludes  to this

s pe cific propos a l in his  Dire ct Te s timony a t pa ge  26. Initia lly, the  ra te  re cla s s ifica tion

will be  re ve nue  ne utra l to ra te pa ye rs . Howe ve r, by moving a pproxima te ly $10 million

out of the  base  power supply ra te  and into the  Company's  de live ry cha rge , UNS Electric

will have  a  reasonable  opportunity to ea rn a  re turn on this  subs tantia l inves tment. Tha t is

because  the  revenues  produced by a  power supply ra te  a re  reconcilable  aga ins t fue l and

purchased power costs , whereas  the  Company's  de livery charges a re  not reconcilable  and

a re  re ta ined for non-fue l cos t recovery. This  in tum a llows the  Company to ea rn a  curre nt

ra te  of re turn on the  a s se t a nd prote cts  cus tome rs  a ga ins t a  highe r ra te  incre a se  in the

future  if costs  a re  deferred or under-recovered. Based on the  Company's  changes to UNS

Electric's  power supply portfolio and the  proposed PPFAC mechanism, the  actua l amount

of re ve nue s  to be  colle cte d by the  Compa ny a fte r June  2008 will de pe nd on the  a ctua l

cos t of fue l, purcha s e d powe r a nd tra ns mis s ion whe e ling s e rvice s  purcha s e d by UNS

Electric to se rve  its  cus tomers .
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1 Q. Should the rate malting treatment of BMGS be addressed in the context of UNS

2

3

4

Ele c tric 's next rate cas e, as  s ugges ted by Staff?

No. This  is sue  ne e ds  to be  de te rmine d in this  ca se . As  pre vious ly s ta te d, UNS  Ele ctric

ne e ds  to a cquire  e ne rgy re s ource s  we ll be fore  its  full re quire me nts  purcha s e d powe r

agreement with PWCC expires  on May 31 , 2008. To acquire  BMGS, the  Company needs

the  ca sh flow tha t its  proposa l provide s . Without it, UNS  Ele ctric s imply ca nnot a cquire

BMGS . The  Compa ny ha s  committe d to filing a  proje ct comple tion re port once  BMGS

is  ope ra tiona l a nd prior to ma king the  propos e d ra te  re cla s s ifica tion. Additiona lly, the

prude nce  of cons truction cos ts  ca n be  a ddre sse d in the  Compa ny's  ne xt ra te  ca se . We

be lie ve  the  infonna tion we  provide d in our dire ct filing on De ce mbe r 15, 2006 ha s  give n

a nd s till give s  the  Commiss ion a mple  opportunity to re vie w a ll a spe cts  of BMGS  a t the

appropria te  points  in time . Also, we  be lieve  the  proposed ra te  ba se  amount for BMGS is

re a sona bly known a nd me a sura ble  - $60 million for a  fa cility tha t will s e rve e xis ting

cus tome rs  in a pproxima te ly 10 months , whe n it is  in comme rcia l ope ra tion. While  not

typica l ra te ma king tre a tme nt, the  Compa ny be lie ve s  the  be ne fits  of a  pos t-te s t-ye a r

adjus tment for BMGS a re  in the  public inte re s t.

Iv. REBUTTAL TO RUCO.

Q- Have you read RUCO's Direct Testimony regarding the proposed rate treatment of

BMGS?
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Ye s .

Q- Does RUCO agree with UNS Electric's proposal to make a post-test-year adjustment

for BMGS?25

26

27

No. Specifically, RUCO opposes UNS Electric's rate reclassification proposal. Ms.

Marylee Diaz Cortez for RUCO -.. in her Direct Testimony at page 7 at lines l through 2

A.

A.

A.
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1

2

3

4

a nd 19 through 22 - s ta te s  tha t "[the  Compa ny's ] propos a l is  contra ry to ne a rly e ve ry

ra te -ma king principa l to which Arizona  a dhe re s . It viola te s  the  known a nd me a s ura ble

principa l, the  ma tching principa l, the  his torica l te s t yea r principa l, and the  used and use ful

principa l. The  propos a l a ls o would circumve nt the  highe r le ve l of s crutiny typica lly

a fforde d re la te d pa rty tra ns a ctions  a nd, in la rge  pa rt, pre -de te rmine  prude nce ." We

be lieve  the  present facts  and practica l circumstances  described in our proposa l jus tify the

Compa ny's  pos ition.

Q- Please address each of RUCO's concerns.

I will a ddre s s  e a ch of RUCO's  the ore tica l conce rns  individua lly.
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Known and measurable principal.

The  cos ts  of BMGS will be  known prior to the  ra te  re cla s s ifica tion. As  s ta te d a bove , the

Company's  proposed adjus tment to ra te  ba se  re flects  the  minimum cos t e s tima te  of $60

million, we  a re  propos ing a  known and rea sonably measurable  .-- and minima l - cos t. As

of J une  30, 2007, a pproxima te ly $33 million ha d be e n s pe nt on BMGS . Eve n if a ctua l

project cos ts  exceed this  amount, UNS Electric is  not seeking ra te  base  trea tment for any

a dditiona l a mount in this  ca s e , it will wa it until the  Compa ny's  ne xt ge ne ra l ra te  ca s e .

Following the  purchase  of the  project by UNS Electric, and upon commercia l ope ra tion of

the  fa cility, the  Compa ny will provide  the  Commis s ion with a  proje ct comple tion re port

de ta iling the  cos t of comple tion a nd the  re s ults  of pre -comme rcia l te s ting. Thirty da ys

a fte r this  report ha s  been filed, or on June  l, 2008 if the  project is  comple ted prior to May

l, 2008, the  Compa ny would the n imple me nt the  ra te  re cla s s ifica tion de scribe d a bove .

The  Compa ny is  not propos ing tha t the  pos t-te s t-ye a r a djus tme nt of BMGS  ta ke  e ffe ct

until a fte r the  fa cility is  providing e le ctricity to UNS  Ele ctric's  cus tome rs  (i.e . us e d a nd

use ful.) Furthe r, no one  dispute s  tha t the  plant is  going to se rve  exis ting cus tomers  a s  of

J une  1, 2008 be ca us e  tha t is  whe n the  P WCC purcha s e d powe r contra ct e xpire s . In

A.
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1 a ddition, the  Commiss ion s till ha s  the  a uthority to re vie w of cons truction cos ts  to e nsure

they are  prudent in the  next ra te  case .2

3

4

5

6

Ma tc h in g  p rin c ip a l.

The  Company's  ra te  recla ss ifica tion proposa l is  de s igned to exactly ma tch the  timing of

ra te  re cove ry with purcha se d powe r cos t a voida nce . The  e ffe ct of this  pos t-te s t-ye a r

a djus tme nt is  to  a dd a pproxima te ly $10 million to  the  Compa ny's  non-fue l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric  would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba se  powe r supply ra te . If UNS  Ele ctric a cquire s  BMGS , it ca n

re duce  the  ba se  powe r supply ra te  be ca use  the  Compa ny will (1) a void buying up to 90

MW of whole sa le  marke t capacity, (2) have  a  la rge  portion of required ancilla ry se rvice s ,

a nd (3) ha ve  a  s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to BMGS '

loca tion. Aga in ,  the  p la n t wou ld serve e xis ting cus tome rs , pa rticula rly give n the

e xpira tion of the  P WCC contra ct a t the  e nd of Ma y 2008, BMGS  is  not a  "re ve nue

e nha nce r" to s imply a ddre s s  future  growth a s  RUCO s e e ms  to s ugge s t without a ny

support. So, this  is  a  ca se  whe re  abiding by RUCO's  s trict inte rpre ta tion of the  ma tching

principle  would mean the  Company and its  cus tomers  would miss  out on the  opportunity

to obta in both financia l and opera tiona l benefits  from ra te  bas ing BMGS.
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His toric a l te s t ye a r p rinc ipa l.

The  P WCC contra ct, which  curre n tly s upplie s  ne a rly a ll o f UNS  Ele ctric 's  e ne rgy

requirements , did not expire  during the  te s t yea r. The  PWCC contract expires  on May 31,

2008 a nd UNS Ele ctric mus t be gin procuring e ne rgy or ge ne ra tion now to supply ne a rly

a ll of its  cus tomers ' ene rgy demand beginning June  1, 2008. UNS Electric does  not have

the  luxury of wa iting  until 2010 for non-fue l cos t re cove ry for a n  a s s e t tha t would

11



1

2 The

3

4

incre a s e  the  Compa ny's  te s t-ye a r OCRB by 43% a nd re quire s  fina ncing tha t would

in c re a s e  th e  Co mp a n y's  te s t ye a r ca p ita liza tio n  b y a p p ro xima te ly 5 0 %.

Commis s ion 's  re gula tions  a llow for pro forma  a djus tme nts  whe n a ppropria te . The

Company be lieves  tha t such an adjustment is  appropria te  in this  s itua tion.

5

6 Us e d  a n d  u s e fu l p rin c ip a l.

7

8

9

10

Upon re ce ipt of the  comple tion re port of BMGS , the  Commis s ion will confine  tha t the

asse t is  used and use ful. No one  disputes  dirt the  plant will se rve e xis ting customers once

in commercia l ope ra tion, s ta rting June  1, 2008. The  proposed ra te  recla ss ifica tion will not

occur until the  Commiss ion reviews  this  report.

11

12 Related party transaction.

13

14

UNS  Ele ctric ha s  committe d to a cquiring BMGS at cos t from UEDC. UNS  Ele c tric  is

open to a  full a  prudence  review of those  costs  in the  next ra te  case .

15

16 Pre-determination of prudence. i

17

18

19

20

Th e  o n ly "p re -d e te rm in a tio n " b e in g  s o u g h t b y UNS  E le c tric  is  th a t th e  a c q u is itio n  o f

BMGS  is  in  the  public  in te re s t.  The  fina nc ia l a nd  ope ra ting  be ne fits  a re  s um m a rize d  in

th is  te s tim ony a nd  a re  fu lly a ddre s s e d  in  m y Dire c t Te s tim ony a nd  in  Mr.  De Conc in i's

Dire c t Te s tim ony.  The  Com m is s ion  m a inta ins  its  a u thority to  re vie w cons truc tion  cos ts

2 1 in its  ne xt ra te  ca se .

22

23 Q. What is RUCO's recommendation?

24

25

26

In he r Dire ct Te s timony a t pa ge  8 a t line  14 through pa ge  9 a t line  1 - Ms . Dia z Corte z

for RUCO re comme nds  tha t UNS Ele ctric e nte r into a  purcha se d powe r a gre e me nt with

UEDC to a cquire  the  output of BMGS , a nd the n file  a  re que s t for the  a cquis ition of

BMGS in a  ra te  case .27

A.
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1 Q.

2

Does UNS Electric agree with RUCO's recommendation regarding a short-term

purchased power agreement between UNS Electric and UEDC?

3

4

5

6

7

8

9

10

11

12

13

No. A s hort-te rm purcha s e d powe r a gre e me nt would e xpos e  UNS  Ele c tric  a nd its

cus tome rs  to re fina ncing ris ks . A s hort-te rm purcha s e d powe r a gre e me nt would not

a llow UNS  Ele c tric  to  lock-in  long-te nn  fina nc ing ,  the re fore ,  the  long-te rm cos t o f

ca pa city from this  fa cility would de pe nd on the  cos t of ca pita l obta ine d a t s ome  point in

the  future .  P urcha s ing BMGS  now would e na ble  the  Compa ny to  s e cure  long-te rm

fina ncing a nd e limina te  future  re fina ncing ris k. Owne rs hip of ge ne ra tion contribute s  to a

s ta b le  a nd  de c lin ing  non -fue l re ve nue  re qu ire m e n t re la tive  to  pu rc ha s e d  powe r

a gre e me nts  ove r the  long-run. As  s hown in  Exhibit KP L-3 in  my Dire c t Te s timony,

owning BMGS  provide s  long-te rm fina ncia l be ne fits  a nd is  in the  public  inte re s t. The

cos t of owning BMGS  is  a pproxima te ly $12 million le s s  tha n a  purcha s e d powe r option

on a  net present value bas is .

14

15 Q- Does this conclude your testimony?

16 Yes . l

1
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21
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26

27

A.

A.
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1. INTRODUCTION.

Q- Please state your name and address.

My na me  is  Ka re n  G. Kis s inge r. My bus ine s s  a ddre s s  is  4350 Ea s t Irvington Roa d,

Tucson, Arizona  85714.

Q- Are you the same Karen G. Kissinger that previously submitted Direct Testimony on

behalf of UNS Electric in this Docket?

Yes.

Q, Have you reviewed the Direct Testimonies filed by the Arizona Corporation

Commission Staff ("Staff") and the Residential Utility Consumer Office ("RUCO") in

this rate case?

Yes I have.

Q~ Please provide your general assessment of such Direct Testimony.

A. With  re s pe c t to  the  s cope  o f my Dire c t Te s timony, I re s pond  to  one  de p re c ia tion

adjus tment, one  property tax adjus tment and two ra te  base  adjus tments  proposed by S ta ff

witne s s  Mr. Ra lph C. S mith. I a ls o re s pe ctfully dis a gre e  with ce rta in pos itions  ta ke n by

RUCO witne sse s  Ms . Ma ryle e  Dia z Corte z a nd Mr. Rodne y Moore  a s  it re la te s  to income

tax and deprecia tion ca lcula tions .

Q. What areas of Staff witness Mr. Smith's testimony do you wish to address?
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respond to one  deprecia tion, one  property tax and two plant adjus tments  proposed by Mr.

S mith.

A.

A.

A.

A.
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Q- Which areas of RUCO testimony will you be addressing in your Rebuttal Testimony?

A. I d is a gre e  with  Ms . Dia z Corte z 's  Dire ct Te s timony propos ing tha t the  ba la nce  of

Accumula ted Deferred Income Taxes .- CIAC be  excluded from ra te  base . I a lso disagree

with her proposed adjustment to Accumulated Deferred Income Taxes - A&G. For severa l

reasons , I cannot accept the  adjus tment proposed by Mr. Moore  tha t would increase  the

ba lance  of Accumula ted Deprecia tion tha t is  deducted from ra te  ba se . Fina lly, I have  a

conceptual disagreement with Mr. Moore 's  approach to computing income tax expense.

II. DEPRECIATION EXPENSE.

Q- What comments do you have with respect to depreciation adjustments proposed by

Staff Witness Mr. Ralph Smith?
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A. In  Mr. S mith 's  a d ju s tme n t C-15 , he  a pp rop ria te ly po in ts  ou t tha t UNS  Ele c tric

a cknowle dge d a n e rror in  the  de pre cia tion s tudy a s  origina lly file d with re s pe ct to

transporta tion equipment. The Company acknowledged the error in responses to two s ta ff

da ta  reques ts  which Mr. Smith a tta ched to his  te s timony. Mr. Smith correctly re fle cts  in

his  adjustment the  fact that a  portion of the  transporta tion deprecia tion is  charged to capita l

a ccounts , a .nd thus  doe s  not impa ct the  income  s ta te me nt. The re fore  his  proposed

adjustment is  correct, while  the  adjustment proposed by RUCO for this  issue  is  incorrect in

that it does not recognize that a  portion of transportation depreciation is  capita lized.

111. PROPERTY TAX EXPENSE.

Q- What issue do you wish to address with respect to the property tax adjustment of Mr.

Ralph Smith?

22

2 3

2 4

25

2 6

2 7

A. Mr. Smith proposes the Company use the 23.5% assessment ratio that would be in effect at

January 1, 2008. The Company acknowledges that such assessment ra tio is  scheduled to

2



1

2

3

4

be  e ffe ctive  a t J a nua ry 1, 2008 due  to the  le gis la tion he  de s cribe s  a nd, a s  s uch, would be  a

known a nd  m e a s ura b le  cha nge . In  tha t re s pe c t,  the  Com pa ny a cce p ts  the  a d jus tm e nt.

Howe ve r, a t the  s a me  time , the  use  of such a s se s sme nt ra tio cre a te s  a  mis -ma tch in tha t the

ra te s  of ta xa tion de te rm ine d by the  s chool dis tric ts  a nd othe r ta xing a uthoritie s  tha t will be

in  e ffe c t  a t  J a n u a ry l,  2 0 0 8  a re  n o t  ye t  kn o wn ,  b u t  s h o u ld  b e  kn o wn  b y th e  e n d  o f

S e pte mbe r 2007. The  fa ct tha t the  a s se s sme nt ra tio de cline s  doe s  not ne ce s sa rily me a n tha t

prope rty ta x e xpe ns e  will corre s pondingly de c line .  The  ta x dis tric ts  ha ve  the ir budge ts  to

cons ide r a nd it ha s  be e n our e xpe rie nce  tha t a  re duction in  the  a s s e s s m e nt ra tio  doe s  not

ne ce s s a rily ha ve  a  s ignifica nt impa ct on our prope rty ta x e xpe ns e . The  ta x ra te  incre a se s

a s  the  ta x d is tric ts ' budge ta ry ne e ds  inc re a s e . Th e  C o m p a n y s e e ks  a n  o p p o rtu n ity to

re vie w thos e  bills  a s  s oon a s  the  ta x bills  a re  a va ila ble  a nd s upple me nt this  docke t with tha t

inform a tion, a s  tha t ta x ra te  cha nge  would a ls o be  known a nd m e a s ura ble  be fore  the  ra te s

would be  e xpe cte d to go in e ffe ct.

Iv. MISCELLANEOUS PLANT ADJUSTMENTS.

Q. You state that you wish to address two plant adjustments proposed by Staff Witness

Mr. Ralph Smith. Please identify those adjustments.

Beginning a t  l ine 24  on page 18  of  his  Dir ect  T es t imony,  Mr .  Smith proposes  an

adjustment that would increase the end-of-test year balance of plant in service for a project

reported in CWIP that was actually in service at the end of the test year. Beginning at line

25 on page 19 of his Direct Testimony, Mr. Smith proposed a rate base reduction to reflect

a contribution that he does not believe has been incorporated into the Company's rate base.
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Q- Do you agree with these proposed adjustments?

With respect to the adjustment described on page 18 of Mr. Smith's testimony, to the

extent that the Commission denies the Company's request to include CWIP in rate base, I

A.

A.

3



would agree with his recommendation to increase plant in service by $442,255. I further

agree  tha t deprecia tion and property tax expense  should be  increased to re flect the

depreciation and property tax associated with this property. With respect to the adjustment

described beginning on page  19 of Mr. Smith's  te s timony, I do not be lieve  tha t his

proposed adjustment is necessary.

Q- Please explain your position with respect to the first adjustment.

A. Mr. Smith recommends  tha t the  Commiss ion deny the  Company's  reques t to include  CWIP

in ra te  base . In connection with tha t recommenda tion, he  reviewed the  da ta  unde rlying the

individua l cons truction proje cts  compris ing the  re que s te d CWIP  ba la nce  a nd de te rmine d

tha t one  of the  projects  was  actua lly in se rvice  by June  30, 2006, the  end of the  te s t yea r.

The  proje ct to which he  re fe rs  is  Ta sk 8009729 which cove rs  the  ins ta lla tion of five  mile s

of ove rhe a d line s  to supply se rvice  to wa te r pumps  for a  propose d hous ing de ve lopme nt.

Tha t specific project is  included in the  recorded ba lance  of CWIP a t .Tune  30, 2006. Upon

furthe r inves tiga tion, we  have  discove red tha t the  project a ctua lly went into se rvice  in May

2006, but was  not unitized, and thus , trans fe rred from CWIP  to P lant in Se rvice  until a fte r

the  e nd of the  te s t ye a r. While  the  Compa ny oppos e s  Mr. S mith's  propos a l to e xclude

CWIP  from ra te  ba se , to the  e xte nt tha t he  pre va ils  on the  is sue , his  proposa l to incre a se

ra te  base  by $442,255 would be  appropria te . To the  extent tha t the  Company preva ils  and

CWIP is  included in ra te  base , the  adjustment would be  unnecessary.

Q, Please explain your position with respect to the second rate base adjustment proposed
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A.

b y Mr. S mith .

Mr. S mith ha s  ide ntifie d a  cons truction proje ct (Ta sk CE64023) a t the  Tuba c Golf Re sort

tha t is  include d in e nd-of-te s t-ye a r pla nt in se rvice  a t a  cos t of $236,874 tha t he  be lie ve s

s hou ld  be  re duce d  by a  re la te d  Con tribu tion  in  Aid  o f Cons truc tion . Upon  fu rthe r

inve s tiga tion, we  de te rmine d tha t the re  wa s , in fa ct, a  Contribution in Aid of Cons truction

4



1

2

in the  amount of $236,161 tha t was  rece ived in July 2005, but we  incorrectly credited it to

a  diffe rent project (Task 141637) a lso a t the  Tubac Golf Resort. The  cos t of tha t project is

a ls o include d in  e nd-of-te s t-ye a r pla nt in  s e rvice , but a t a n a mount tha t is  ne t of the

$236,161 contribution. Accordingly, the  amount was  a lready accounted for a s  CIAC and it

is  unnecessa ry to furthe r reduce  ra te  base  by the  $236,874 proposed by Mr. Smith. To do

so would represent an incorrect double  counting of a  s ingle  contribution.

v. ACCUMULATE D DE FE RRE D INCO ME  TAXE S  . - CIAC.

Q,

A.

Ms . Kis s inge r, wha t is  CIAC?

CIAC is  the  a cronym us e d for Contributions  in  Aid  of Cons mction. CIAC re pre s e nts

nonre funda ble  provis ions  of ca sh or prope rty from utility cus tome rs  inte nde d to offse t the

co s t o f ce rta in  p ro p e rty a d d itio n s  ma d e  to  e xte n d  s e rvice  to  th e  re mittin g  p a rty.

Accumula te d De fe rre d Income  Ta xe s  .- CIAC re pre s e nts  the  income  ta x e ffe ct of the

cumula tive  diffe re nce  be twe e n the  wa y such a mounts  a re  tre a te d for a ccounting a nd ta x

p u rp o s e s .

Q- You disagree with the adjustment proposed by Ms. Diaz Cortez that would exclude

the balance of Accumulated Deferred Income Taxes - CIAC from rate base. Please

explain.
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A. I dis a gre e  for s e ve ra l re a s ons . The  e xpla na tion conta ine d in he r te s timony for s uch

exclus ion fa ils  to cons ide r the  manne r in which CIAC is  a ccounted for and a lso is  contra ry

to  the  s pe cific  d ire ction  of the  Arizona  Corpora tion  Commis s ion  with  re s pe ct to  d ie

ma nne r in which the  de fe rre d income  ta xe s  a ssocia te d with CIAC a re  to be  cons ide re d in

ra te ma king.

5



Q- Please explain your assertion that the justification offered by Ms. Diaz Cortez fails to

consider the manner in which CIAC is accounted for.

1
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14

On pa ge  19  of Ms . Dia z Corte z 's  Dire c t Te s timony, s he  s ta te s  tha t s he  is  propos ing  the

e xc lus ion be ca us e  s he  ca nnot s e e  a ny FERC Account 271 lia bility for CIAC in  e ithe r die

Compa ny's  FERC Form 1 a nnua l re port or in the  Compa ny's  ge ne ra l le dge r, thus , the re  is

a ppa re ntly no ra te  ba s e  de duc tion for CIAC. Continuing he r a s s e rtion, s ince  CIAC is  not

de ducte d from ra te  ba s e , the  Accumula te d De fe rre d Income  Ta xe s -CIAC s hould s imila rly

be  e xclude d from ra te  ba s e . be lie ve  tha t Ms . Dia z Corte z is  confus ing the  wa y tha t wa te r

a n d  wa s te  wa te r u tilitie s  a c c o u n t fo r C IAC with  th e  m a n n e r b y wh ic h  e le c tric  u tilitie s

a ccount for CIAC.

Mo s t wa te r a n d  wa s te  wa te r u tilitie s  fo llo w th e  NAR UC Unifo rm S ys te m o f Ac c oun ts

wh ic h  p ro vid e s  a n  Ac c o u n t No .  2 7 1  fo r u s e  in  a c c o u n tin g  fo r C IAC p ro c e e d s . S uch

ba la nce s  a re  typica lly de duc te d  from ra te  ba s e  a s  a  s e pa ra te  line  ite m in  ra te  ca s e s . In

a c c o rd a n c e  with  R 1 4 -2 -2 1 2 . G  o f th e  Ariz o n a  Ad m in is t ra t iv e  C o d e ,  UNS  E le c tric

m a in ta in s  its  a c c o u n tin g  re c o rd s  in  a c c o rd a n c e  with  th e  Fe d e ra l E n e rg y R e g u la to ry

Commis s ion Uniform S ys te m of Accounts ("FE R C  US OA").  Th e  FE R C  US OA d o e s  n o t

ha ve  a n Account 271 for us e  in  a ccounting for CIAC. Ins te a d, s uch a mounts  a re  dire c tly

cre dite d to (i.e ., de ducte d from) the  re s pe ctive  pla nt a ccount upon re ce ipt. The  controlling

la ngua ge  is  c on ta ine d  in  P a rt D of E le c tric  P la n t Ins truc tion  No . 2  in  the  FERC US OA,

which re a ds  in pa rt:
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The  e le c tric  p la n t a c c oun ts  s ha ll no t inc lude  the  c os t o r o the r va lue  o f
e le c tric  p la nt contribute d  to  the  compa ny. C o n trib u tio n s  in  th e  fo n t o f
mone y or its  e quiva le nt towa rd the  cons truc tion of e le c tric  p la nt s ha ll be
c re d ite d  to  a c c oun ts  c ha rge d  with  the  c os t o f s uc h  c ons truc tion . P la n t
cons tructe d from contributions  of ca s h or its  e quiva le nt s ha ll be  s hown a s
a  re duction to gros s  pla nt cons tructe d whe n a s s e mbling cos t da ta  in work
orde rs  for pos ting to pla nt le dge rs  of a ccounts .

A.
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UNS Electric accounts for CIAC in the required manner, thus, the plant balances in rate

base have already been reduced by any and all applicable CIAC.

Q- You also state that the proposed exclusion by Ms. Diaz Cortez fails to consider the

manner in which the Commission has directed that such amounts be considered in

ratemaking. Please explain.

P rior to the  e na ctme nt of the  Ta x Re form Act of 1986 ("TRA '86") the  Inte rna l Re ve nue

Code  ("Code ") conta ine d a  provis ion tha t e na ble d utilitie s  to tre a t CIAC a s  a  non-ta xa ble

contribution of ca pita l, me a ning tha t such re ce ipts  we re  not re quire d to be  re cognize d a s

taxable  income , howeve r, the  a sse ts  a cquired with the  CIAC proceeds  we re  not pe rmitted

to be  de pre cia te d for ta x purpos e s . Afte r TRA '86 be ca me  la w, the s e  Code  provis ions

we re  re pe a le d . This  me a nt tha t, with  minor e xce ptions , CIAC proce e ds  we re  to  be

conside red as  taxable  ordina ry income upon rece ipt. Such change  a lso pe rmitted the  CIAC

re cipie nt to  tre a t the  a s s e t cos t a s  a  de pre cia ble  ta x ba s is  tha t could be  re fle cte d a s

deductions on current and future  tax re turns over the  tax life  of the  respective  asse ts .
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Be ca us e  the  cha nge  in ta x tre a tme nt of CIAC brought on by TRA '86 ha d s uch a

potentially significant effect on the utilities Luider its jurisdiction, the Arizona Corporation

Commiss ion initia ted an inquiry into the  is sue , in Docke t No. U-0000-87-257. The

Commission Staff conducted workshops on January 28"' and February 12"' of 1987. In

September 1987, Staff issued a Report which addressed the CIAC tax issue and contained

ratemaking recommendations. In Decision No. 55774 (October 21, 1987) the Commission

accepted the Staff Report and its recommendations. The Staff Report is attached hereto as

Exhibit KGK-2. Decision No. 55774 is attached as Exhibit KGK-3 .

Specifica lly, Arizona  utilitie s  were  provided with two methods  for address ing the  tax

liabilities associated with CIAC - gross-up and self-pay. Companies using the gross-up

A.
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me thod we re  pe rmitte d to re quire  the  re mitte r of CIAC to include  a n a mount re pre se nting

the  a ssocia ted income  tax liability. Companie s  e lecting the  se lf-pay me thod pa id the  taxes

the mse lve s . Whe n a  utility se lf-pa ys  the  ta x on CIAC, a  de fe rre d ta x a s se t (Accumula te d

De fe rre d Income  Ta xe s  .- CIAC) is  cre a te d. This  a s s e t re pre s e nts  the  ta x e ffe ct of the

cumula tive  diffe re nce  be twe e n the  wa y the  proce e ds  a re  tre a te d for a ccounting a nd ta x

purpose s . This  a s se t is  e xtinguishe d a s  ta x de pre cia tion de ductions  a re  re fle cte d on the

utility's  tax re turns . Decis ion No. 55774 specifica lly addre sse s  the  ra te rnaking trea tment of

the  deferred tax asset on page 3 a t lines 26 through 28:

If the  u tility u tilize s  the  s e lf-pa y me thod, the n the  u tility is  a llowe d to
cla im ra te  base  trea tment for its average inves tment in the  tax thus  pa id.

In this  ra te  case  UNS Electric has  re flected Accumula ted Defe rred Income  Taxes  ..... CIAC

in the  manner required.

Q- What is your recommendation to the Commission?

There  is  no bas is  for the  Commiss ion to accept the  adjus tment Ms. Diaz Cortez proposes .

UNS  Ele ctric ha s  corre ctly re fle cte d the  e ffe ct of CIAC in ra te  ba s e  a s  re ductions  of the

b o o k co s t o f th e  a s s e ts  to  wh ich  it re la te s . The  tre a tme nt of the  corre s ponding

Accu mu la te d  De fe rre d  In co me  Ta xe s  is  co n s is te n t with  th e  ma n n e r in  wh ich  th e

Commission directed such amounts  to be  considered for ra temddng purposes .

VI. AC C UMULATE D DE F E R R E D INC O ME  TAXE S  - A&G .
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Q- You disagree with an adjustment to Accumulated Deferred Income Taxes

Capitalization that Ms. Diaz Cortez has proposed. Please explain.

A&G

Ms. Dia z Corte z - in he r Dire ct Te s timony on pa ge  20 - s ta te s  tha t this  a djus tme nt re la te s

to  th e  Co mp a n y's  p ro p o s e d  a d ju s tme n t th a t wo u ld  ch a n g e  th e  te s t-ye a r le ve l o f

A.

A.
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Adminis tra tive  a nd Ge ne ra l ("A&G") e xpe ns e s  tha t a re  a lloca te d to CWIP . Els e whe re  in

he r Dire ct Te s timony, Ms . Dia z Corte z re comme nds  tha t the  Commis s ion  re je ct the

Company's  proposa l. In connection the rewith, she  has  included this  adjus tment to increase

the  amount of Accumula ted Defe rred Income Taxes  tha t a re  deducted from ra te  base . This

a d ju s tm e n t is  u n n e c e s s a ry,  e ve n  if th e  C o m m is s io n  a c c e p ts  Ms .  Dia z  C o rte z '

re comme nda tion to  re je ct the  Compa ny's  propos e d a djus tme nt. Th e  Co mp a n y is

propos ing an adjus tment to reduce  the  te s t yea r leve l of A&G expense s  cha rged to CWIP

a nd to corre s pondingly incre a s e  the  a mount re ma ining in Ope ra ting Expe ns e . This

adj vestment is prospective in nature.
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The  a mount of ca p ita lize d  A&G e xpe ns e s  is  compute d  d iffe re n tly for book a nd  ta x

purpos e s , with  the  a mount ca pita lize d for book purpos e s  typica lly gre a te r tha n tha t

ca pita lize d for ta x purpos e s , the re by re s ulting in a  la rge r curre nt de duction for ta x. As  a

re s ult, the re  is  a  corre s ponding book-ta x timing diffe re nce  tha t give s  ris e  to  de fe rre d

income  taxes . The  e ffect of the  Company's  proposed A&G adjus tment reduces  the  re la ted

book-ta x timing diffe re nce , by incre a s ing book e xpe ns e s  while  the  corre s ponding ta x

de ductible  a mount re ma ine d the  sa me . This  wa s  re fle cte d in the  computa tion of both

curre nt a nd de fe rre d income  ta xe s . Howe ve r, s ince  the  propos e d a djus tme nt wa s

prospective  in na ture , the re  needed to be  no corresponding adjus tment made  to the  re la ted

portion of the  e nd~of-te s t ye a r ba la nce  of Accumula te d De fe rre d Income  Ta xe s  de ducte d

from ra te  base . Since  the  proposed adj vestment did not result in any change to Accumulated

De fe rre d Income  Ta xe s , a  re je ction of the  propose d a djus tme nt like wise  doe s  not re quire

any adjustMent to Accumula ted Deferred Income Taxes .

9



VII. ACCUMULATED DEPRECIATION.

Q. You disagree with the adjustment to Accumulated Depreciation recommended by

RUCO witness Mr. Moore. Please explain.

From my review of Mr. Moore's Schedule RM-5, it appears that Mr. Moore has attempted

to recompute the end-of-test year balance of Accumulated Depreciation by using additions,

retirements and balances by FERC plant account from 2002 through June 30, 2006. As a

result, he is proposing an adjustment to increase Accumulated Depreciation (and therefore

reduce rate base) by approximately $2.3 million. I disagree with the result of his analysis

and resulting adjustment because his analysis fails to reflect the depreciation rates and

methods, and capital recovery accounting procedures that were in effect during this period

(i.e., from 2002 through June 30, 2006). Such flaws in his analysis would tend to produce

a computed depreciation reserve greater than what was recorded on the Company's books

at the end of the test year.

Q- Please explain why you believe Mr. Moore's analysis was flawed.

A. First, Mr. Moore's analysis is based on a mid-year depreciation convention. That would

result in one-half year of depreciation being computed on each asset added or retired during

the year. As explained in the response to RUCO Data Request No. 1.09, the Company uses

a mid-month depreciation convention, meaning that one-half month of depreciation being

computed on each asset added or retired during a given month. If a $1,000,000 asset with a

5% annual depreciation rate was placed in service in October, Mr. Moore's methodology

would add $25,000 to Accumulated Depreciation during that year. By contrast,  only

$10,416 would have been actually provided on the Company's books during the period.

Second, Mr. Moore has failed to consider any salvage or removal costs associated with
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assets  r et ir ed from service dur ing the per iods  of his  ana lysis .

respectively credited or charged to Accumulated Depreciation as realized or incurred.

Such amounts  a re

A.

1 0



1 Fina lly, Mr. Moore 's  de pre cia tion ca lcula tions  a re  ma de  a s  though a ll ca te gorie s  of pla nt

asse ts  a re  deprecia ted us ing the  group method. Tha t is  not correct. Although the  Company

is  reques ting a  change  to the  group deprecia tion me thod for Transporta tion Equipment a s

pa rt of Dr. White 's  te s timony, the  Compa ny's  ve hicle s  ha ve  his torica lly be e n de pre cia te d

us ing a  "Unit De pre cia tion" proce dure . Unde r Unit De pre cia tion, a s s e ts  a re  de pre cia te d

individua lly, to  the  e xte nt of the ir re s pe ctive  re corde d cos t. This  d iffe rs  Hom group

deprecia tion where  the  entire  cos t ba lance  of the  group is  used for computing deprecia tion,

with no spe cific re cognition of the  de pre cia tion a ssocia te d with individua l me mbe rs  of the

group .

The  tra ditiona l use  of unit de pre cia tion by Citize ns  wa s  not initia lly re cognize d a t the  time

tha t the  UNS  Ele ctric a s s e ts  we re  a cquire d. As  a  re s ult, for a  pe riod of s e ve ra l months ,

deprecia tion provis ions  were  made  us ing the  group method. As  da ta  was  be ing assembled

for the  de pre cia tion s tudy s ubmitte d in  th is  ra te  ca s e , the  e rror wa s  dis cove re d a nd

corre s ponding a djus tme nt to the  Compa ny's  books  we re  ma de . Dis clos ure  of this  e rror

wa s  ma de  on pa ge  8 of the  Compa ny's  fina ncia l s ta te me nts , a  copy of which a ppe a rs  a s

Exhibit KGK-1 to my Dire ct Te s timony. Corre ction of the  a djus tme nt re quire d a  cha rge

tota ling $2,013,847 to Accumula te d De pre cia tion. Tha t corre cting a djus tme nt wa s  not

re fle cte d in Mr . Moore 's  a na lys is .

VIII. INCOME TAXES.

Q You state that you have a conceptual disagreement with the manner by which Mr.

Moore has recomputed income tax expense to reflect RUCO's proposed rate case

adjustments. Please explain.
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A. In its  filing, the  Company has  re flected pro forma  income tax expense  comprised of current

and de fe rred portions  computed sepa ra te ly. This  re quire s  the  ide ntifica tion a nd prope r
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re fle ction of a ll book-ta x a ccounting diffe re nce s , both timing a nd pe rma ne nt, implicit in

fina l a djus te d te s t-ye a r re sults . Such bifurca tion is  re quire d for se ve ra l re a sons . Firs t, the

non-cash defe rred income taxes  a re  shown separa te  from current income taxes  in the  lead-

la g s tudy supporting the  Compa ny's  re que s te d le ve l of working ca pita l. S e cond, de fe rre d

income  ta xe s  a re  s e pa ra te ly compute d to e na ble  the  Compa ny to de mons tra te  tha t the y

re fle ct the  e xte nt of norma liza tion tha t the  Compa ny ha s  be e n a uthorize d for ra te ma king

purpos e s , a nd a ls o to de mons tra te  tha t a ll norma liza tion re quire me nts  of the  Inte rna l

Revenue Code have been met.

In  his  income  ta x a djus tme nt a ppe a ring on S che dule  RLM-15, Mr. Moore  ha s  s imply

computed a  tota l income tax expense  based on his  recommended adjusted pre-tax opera ting

income  le ss  synchronized inte re s t. He  makes  no dis tinction be tween current and de fe rred

income  ta xe s . Tha t fa ils  to re cognize  tha t some  ite ms  a re  vie we d diffe re ntly for book a nd

tax purposes , and some  of the  diffe rences  a re  pe rmanent. For example , some  of the  items

in c lu d e d  in  h is  a d ju s tme n t a p p e a lin g  o n  S ch e d u le  RLM-1 2  a re  fo r me a ls  a n d /o r

e nte rta inme nt. S uch cos ts  a re  only 50% de ductible  for ta x purpose s  a nd a re  pe rma ne nt

book-ta x diffe re nce s  ra the r tha n timing diffe re nce s . The re  is  no wa y to che ck the  fina l

adjus ted income taxes  recommended by Mr. Moore  for proper inclus ion of de fe rred income

ta xe s  ba se d on the  Compa ny's  norma liza tion a uthority or for complia nce  with the  Inte rna l

Revenue  Code . A correct de te rmina tion of revenue  requirements  in a  ra te  ca se  require s  a

proper bifurca tion of current and defe rred income taxes .

Q, What do you recommend?
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A. When the  fina l adjusted opera ting income and ra te  base  are  known, income taxes should be

properly computed separa te ly, as  I described above.
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Q Does this complete your Rebuttal Testimony?1
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Ye s  it doe s .
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TREATMENT OF CONTRIBUTIONS AND ADVANCES
TAX REFORM ACT OF 1986
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Staff's report cm the tax and regulatory implications of
the Tax Reform .Act of 1986 related to . the taxability of
contributions in aid of construction and advances for
construction is forwarded for discussion and review.
Attached to the report is the Utilities Division proposed
policy directive for managing both the line extension program
and the associated ratemaking implications of the policy.

Briefly, Staff has proposed that utilities be allowed to
either "gross up" monies collected for line extension
agreements or to pay the tax and to receive rate base
treatment for the taxes thus paid. Staff recommends that the
tax benefits the utility receives under the "gross up"
treatment be retained by the utility to be recovered by the
general body of ratepayers in a rate case. Staff has also
recommended that if the utility se1f~pays the associated tax,
the rate base be reduced by amortizing the pre-paid tax by
.the tax `benefit from the asset over the tax life of the
asset.
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2 . BACKGROUND

I n Arizona, nonrefundable and advances for

developer on

addit iona l  investments in ut i l i ty p lant .

CIA Cs

construct ion are made to a publ ic ut i l i ty by a

the u t i l i t y systemwhose demands

customer or

require

CIA Cs have provided

ut i l i t ies  with a  cost- f ree  source  of  funds for construct ion of

require

Advances have

form of

n o

not required to be repaid.

with cost~free funds i n the

incremental plant because CIA Cs bear no interest,

dividends and are

provided u t i l i t i e s

interest- f ree debt to u t i l i t i e s . The effects of CIA Cs and

advances on utility customers are minimal because plant b u i l t

with CIA Cs or advances is not included in the rate base.

.r

CIACS are generally used for service l ine extensions in the

electric and gas industries and for access l ine connect ions in

telecommunications.

main extensions and larger construction projects.

Refundable advances are used for l ine and

ru les ,

l im i ted to

u t i l i t i e s

the u t i l i t y ' s refund

f ive years

l i a b i l i t y

Under Act

for the advance is

for electric, gas and telephone

and ten years for water utilities unless the.terms

of the approved advance agreement or approved t a r i f f

otherwise. After this time period, the unrefunded balance of

the advance is converted to a CIAC.

state

f ramPrevious #HM tide Section 118b excluded customer CIA Cs

the utility's gross income provided those contributions were

excluded from the rate base for ratemaking purposes . The

In Is



1. INTRODUCTION

IJ
On October

signed into law.

Hz, 1986, the Tax Reform Act of 1986 (TRA-86) was

TRA-86 made revisions i n the

federal taxation

substantial

of regulated utilities. Although utilities
1

will realize immediate reductions in income tax rates I the
E
r

TRA-86

Rf

l

the amount of taxes paid. one

contributions-in~aidstatus

contains a number of adverse pr¢visions that may raise

these provisions changed

construction (CIAC) fromof of

non-taxable to taxable income.

a significant cm revenue

Although other.issues may have

the issuesrequirements I

the

impact

relating to CIAC and advances affect not only utilities

and but may also affect economic development
y

ratepayers |

within the state .

effectsThe limited purpose of this report is to explore

CIAC and advancesof o nTRA-86

identify Staff's proposed regulatory

the

for construction, and to

CIACtreatment of and

advances.

yet. no test letter o r

It must be remembered that Since the tax law is so

rulings,

authoritativeupon

cases,

rely

In the event that definitive

which one can for

interpretations

become available, then the regulatory

treatments proposed in this report may need to be adjusted.

new, there are as

regulations

interpretation.

theof new tax laws

i

or l ,QI U
Q

f



for exclusion that

"contributions to capital."

excluded from taxable income.

was these amounts represented

Customer advances were also

TM-86 repeals Section 118b and states that contributions from

customers or potential customers received after December 31,

1986, are now to be included in taxable income. Proposed

technical amendments to TRA-86 indicate that an advance for

construction is included under TRA-86 as a CIAC.

Prior to TRA~86, CIAC received a zero tax basis. That is, for

tax purposes, the utility was not permitted to claim

depreciation for the contributed plant, nor was it permitted

to claim any other favorable tax treatment. Under TRA-86, the

utility will gain a tax basis for the CIAC, and the utility

will be allowed to claim tax benefits for depreciation for

that part of the contribution used to construct plant.

Prior to TRA-86, tax basis for advanced plant was often

acquired when the plant was constructed because the advance

(or a portion of the advance) was considered to be a liability

that financed the acquisition of depreciable assets. However,

under the new act, the *advance is considered to be a

contribution, and taxable basis is acquired immediately.

The impact of taxation of CIAC and advances for construction

presents a serious problem for regulated utilities in Arizona .

Rapid commercial and residential development in many areas of

..3..



the state have placed demands for new plant and services on

regulated utilities, and have contributed to the proliferation

of small water utilities where existing utilities are unable

or unwilling to serve in newly developing areas.

3. ALTERNATIVE REGULATORY AND Acc:oUn'1'Incs TREATMENTS

Staff conducted workshops on January pa, 1987, and

February 12, 1987, to discuss the new taxability associated

with contributions and advances, and to explore appropriate

company responses and regulatory treatments to be afforded

contributions and advances. As a result of these discussions,

four clearly distinct proposals were made. The proposals were

to "gross-up" CIAC and advances for the full tax liability; to

"gross-up" CIAC and advances on present value basis: to have

the utility pay the tax, but allow the utility rate base

recognition of the taxes .paid: or to use alternative financing

methods. In the discussion below, the term "contribution" is

also intended to apply to advances. .

a

3.1 Gross~up Contributions and Advances to Provide for

Payment of Associated Tax Liability

This proposal requires that the customer contribute an amount

sufficient to cover the actual cost of construction and to pay

the associated income taxes.

relative ease of administration from both the

regulator's perspectives.

The proposal provides for

utility's and

Agreements are relatively easy to



r

»

monitor and the accounting appears to be straightforward.

Further, the proposal appears to be equitable in that the cost

causer would pay the total cost of the plant and, thus, the

plant addition would not affect the rates paid by existing

customers. .

However, this proposal may create a potential hardship on

customers who must advance sufficient cash to pay taxes for

service main extensions.

There may also be some problems in that this method is a "flow

through" method of collecting taxes where the TRA-86 has

mandated that "normalization" methods will be used in

computing taxes for accounting and ratemaking purposes.

However, Staff believes this potential impediment to gross~up

strains the definition of normalization. Normalization

usually refers only to the amortization of timing differences

that occur with expenses that are recognized on a different

basis for book' and tax purposes. staff does not believe there

are any timing differences in taxing contributions, but that a

permanent basis difference will exist over the tax life of the

contributed plant.

The mechanics of the gross-up proposal will require the

utility to estimate the marginal tax rate for the year in

which the contribution is made and then to "gross-zap" the

contributed plant for tax purposes. The marginal tax rate is

appropriate because the income derived from the contribution

..5..
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of incremental plant represents income to the utility that is

in addition to its operating income that results from approved

rates. The gross~up must account far the fact that the

utility will pay taxes on the amount that includes the

gross~up in the calculation. That is, there is tax-on~tax

phenomenon that must be accounted for.

a

I

For example, consider a contribution of $1000, and a combined

federal and state tax rate of 40 percent. An initial reaction

would be to conclude that the tax bill on the contribution

will be $400 (40 percent of $1000) and, hence, require the

contributor to contribute $1400. In this event, the utility

will pay taxes on the total contribution of $14OO and at a 40

percent composite rate, the related tax bill will be $560.

However, now the related contribution is $1560 and the related

tax grows larger. The appropriate gross~up rate will reflect

this tax-on~tax and will use a multiplier calculated as shown

below:

tax rate/(1-tax rate) + 1

o r

0.40/(1-0.40) + 1 3 1.667

Utilizing this example, the contributor will be required to

pay $667 in addition to the $1000 cost of construction. In

the interest of fairness to the contr ibutor ,  the ut i l i ty

should be required to maintain records of contributors, so as

....6...
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\

to refund any overpayment Rf taxes in the year of the

contribution.
n

ume further problem exists. The utility will now be gaining a

permanent tax advantage through its ability to depreciate the

plant for tax purposes. For example, if $1000 in plant were

depreciated for tax purposes over ten years at $100 per year,

and the SQ percent composite tax rate does not change, then

the deductibility of depreciation creates a tax advantage to

the utility. The advantage, in this example, is worth $40 per

year. However, staff recommends that this tax advantage be

retained by the utility and returned to the general body of

ratepayers over the life of the assets, rather than refunded

to the contributor. The advantage to this treatment is to

limit the recordkeeping costs and administrative burden caused

by refunding small sums to individuals over the tax life of

the asset. In setting rates, the benefit can be used as a

reduction of current income tax expense.

Due to a small asset and revenue base, many Arizona utilities

will be unable to support tax payments associated with new

contributions and advances without receiving "grossed-up"

contributions to do so.
q

The accounting entries for this gross--up method are shown on

Figure 1.

-7..
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J
3.2 Gross-up on Contributions and Advances on A present Value

Basis

In this suggested treatment the contributor would gross-up the

contribution or advance for the tax liability net of the

present value of the tax benefits to be received by the

utility.
4 1

In the example developed earlier, the required gross»up for a

$1000 investment was $667, assuming a 40 percent composite

federal and state tag rate. Assuming a straight-line

depreciation over 10 years, the utility would receive a $40

tax benefit per year as a reduction in taxes paid, provided

tax rates were constant. To continue the example, also assume

that the utility's cost of capital were constant over the

10~year period, known to be 10 percent, and is the appropriate

rate to use in computing the present value of the tax benefit.

Under these assumptions, the present value of the tax benefits

is $246. The contributor would then pay $1000 for the initial

investment plus the difference between the tax liability

($667) and tax benefits ($246), or a total of $1421.

Staff does not recommend the use of this technique because the

method is imprecise. Neither tax rates nor the cost cf

capital remains constant. For many small utilities, the

marginal tax rate and, thus, the size of the tax benefit

varies from year to year. Furthermore, many utilities will

experience difficulty in determining the appropriate

..8...



I
assumptions to be used in computing the present value of the

benefits.

1

3.3 utility Pays Taxes Associated with Contributions and

Advances

support

and advances.

Arizona's larger utilities may be able to the tax

payments associated with contributions Many

companies, for business. and competitive reasons, may choose to

this option. staff believes that this self-pay option is

a viable method for financing incremental plant inasmuch as

the utility will only be paying~ the associated taxes, and not

the entire amount of the plant that is being contributed.

staff believes that only class A utilities should

use

However,

utilize this method.

several

If the company were to pay the contribution-associated taxes,

regulatory accounting and ratemaking principles must

be borne in mind. The utility's book or ratemaking income is

increased resultnot acceptance

is

of the

increased.

as o f the

only income

would continue to receive the same ratemaking

treatment offered these financing mechanism as were i n place

prior. to TRA-B6. There i s no tax timing difference to be

"normalized" because the CIAC does not contain a book basis:

contribution,

Contributions

a

the taxable

the contribution contains

would be an initial increase

only a tax basis.

in the tax

Although there

liability of the

i

n 1» 1' \

4

I

i



utility due the receipt of contribution, over the tax life of

the contributed plant, there would be an increase in the

amount of depreciation expense allowed for tax purposes. The

benefits of the increased tax depreciation expense will serve

basis for the utility's recovery of the initial tax

payment. In effect, the utility pays the associated tax, then

receives an offset through tax depreciation benefits.

as.. a

The

average

depreciable

over

accounting and proposed ratemaking treatment for this

self-pay method are shown on Figure 2. The ratemaking

treatment recommended is to allow the utility a return on its

investment in -the pre-paid tax the tax

life of the cIrc-plant. The return would be

earned by admitting the average balance of the pre-paid tax in

rate base for each year of the tax life of the asset.

Allowing the utility to earn a return on the "prepaid tax," or

debit balance of the deferred tax, may seem unfair to existing

ratepayers. However, the purpose of the contribution or

advance is to finance incremental plant which will allow the

utility to gain more customers so as to spread the utility's

fixed costs over a larger body of ratepayers. Further,

depending on the size of the contribution relative to the rate

base of the utility, the return that would be allowed on the

pre-paid tax could produce a dollar amount so small as to be

unable to affect the rates that the utility is allowed to

charge. . .

-19-
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3.4 Alternate Forms of Financing

During the workshops, several suggestions including the use of

financing incremental plant with preference stock, or

preferred stock, net leases, subsidiary operations, and the

like were advanced. Staff suggests that financing incremental

plant by means other than contributions~and advances is a

business decision the utility must make after consideration of

the costs, risks and benefits to be derived from that plant.

Staff further suggests that utilities considering these

alternate financing vehicles review the merits of the

proposals with their tax and legal advisors prior to entering

into agreements, and when applicable, to seek pre-approval of

these arrangements by the Commission in accordance with the

Arizona Revised Statutes and Commission Rules.

4. TARIFF AND CONSTRUCTION AGREEMENT REQUIREMENTS

commission rules currently allow utilities to recover the cost.

of construction when line extension agreements and other

contractual agreements are necessary to finance plant

additions. Unless desired by a utility, staff sees no need,

at this time, for utilities' to revise their tariffs. However,

for utilities choosing a gross-up method, line and main

agreements filed with the commission should provide for

refunding the tax portion of the CIAC or advance in the event

tax assumptions were in error.

l

-11-



Staff further recommends that these choices be made on an

interim basis, subject to review and adjustment if subsequent

interpretations of or amendments of the TRA-86 alter the

anticipated -application of TRA-86.

staff recommends that companies be allowed a choice of

approaches in seeking accounting and ratemaking treatments so

as to be able to meet the business situations in their service

territories. However, companies must also be ware that

discrimination among classes of customers and among customers

is precluded- In effect, a company may choose one method of

handling the tax liability for contributions, a second method

for advances, but may not mix methods. For example,

utility may choose to gross~up contributions, but to se1f~pay

taxes on advances. However, once the company chooses to

gross-up contributions for tax liability, it must do so for

all contributions and must continue to self-pay taxes on

advances. .

Staff

gross-up method for both CIAC and advances so as to

the impact of the tax liability for CIAC and advances on cash

flow.

also recommends that small companies

5. SUMMARY OF RECOMMENDATIONS

I

..12...
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FIGURE 1

Gross-Up Method

Debit credit

Cash ,
A/P - Federal and State Taxes (CIAC)
contribution in Aid-of-construction

$1667 1

s 667
$1000

To record receipt of contribution for plant

|

av

Utility Plant~in-service
Cash

$1000
$1000

To record payments for parts and labor to install plant

A/P -_
Cash

Federal and State Taxes s as?
s 667

Payment of taxes due on Contributions-in~Aid
of construction
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1
FIGURE 2

Self-pay Method

Journal Entries

Debit credit

Cash
Contribution in Aid-»c>f-construction

$1000
sloou

To record the receipt of a contribution

Plant-in-service
Cash

$1000
$1000

To record the construction of plant

Deferred Taxes (Prepaid CIAC-Tax)
Cash

$ too
s 4o0

To record the liability for contribution-related taxes

Taxes Payable
Deferred Taxes

$40
$40

To amortize the deferred taxes created by the contribution
and reduce current year tax obligation due to the receipt
of tax benefits.;

1 The deferred taxes will be amortized annually as the
contributed plant is | depreciated for tax purposes. ' For
regulatory accounting and reporting purposes, the contribution
has no tax consequences.- Therefore, there is no tax expense
associated with the amortization of deferred taxes. The amount
amortized will be the tax depreciation amount times the
company's marginal tax rate. For illustrative purposes, the
plant above is depreciated straight-line over 10 years, at $10o
per year. This tax depreciation reduces the tax liability from
ordinary income by the tax rate multiplied by the depreciation
amount, i.e., $40 annually. The annual entry is shown above.
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E FIGURE 2

Self-Pay Method

Journal Entries

Ratemaking Treatment

Contribution

Plant-in--service
Accumulated Depreciation

szooo
500

Net Plant: $1500

Rate Base $1590

Income Statement

Revenues
Expenses (including taxes)

$1ooo
850

s 150Operating Income

Allowed Return
|

10%

Rate Base with contribution of $1006

Plant-in-service
Accumulated Depreciation

$3000
500

Net Plant $2500

Less CIAC <1000>

Pre-paid Tax $400, Average Investment $200

Rate Base .

s 200

$1700
ess*-2:9
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I. INTRODUCTION.1

2

3

4

Q- Mr. Dukes , d id  you file  Direc t Tes timony is  th is  cas e?

Ye s , I did.

Q- Have you reviewed the direct testimony filed by the Commission Staff and

Interveners in this case?

A. Yes, I have .

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

Q, Which Commission Staff and/or Intervenor testimony will you be addressing in

your Rebuttal Testimony?

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

In my Re butta l Te s timony, I a ddre s s  ce rta in a djus tme nts  tha t S ta ff Witne s s  Ra lph C.

S mith re comme nds  in his  Dire ct Te s timony. I a lso a ddre s s  s e ve ra l a djus tme nts  tha t

Re s ide ntia l Utility Cons ume r Office  ("RUCO") witne s s e s  Ma ryle e  Dia z Corte z a nd

Rodne y L. Moore  propos e  in the ir Dire ct Te s timonie s . While  I a gre e  with s ome  of the

a d ju s tme n ts  ma d e ,  th e  ma jo rity o f a d ju s tme n ts  ma d e  b y S ta ff a n d  RUCO  a re

ina ppropria te  a nd s hould be  re je cte d. I ha ve  provide d a  compa ris on of a djus tme nts  to

revenue  requirements  for UNSE, Sta ff and RUCO tha t is  a tta che d a s  Exhibit DJ D-1. My

Re butta l provide s  a mple  jus tifica tion for re je cting S ta ff and RUCO a djus tme nts  in fa vor

o f UNS  E le c tric ,  In c . 's  ("UNS  E le c tric " o r th e  "Co mp a n y") p ro p o s a ls  o n  th e s e

adjustments . In  s h o rt,  I b e lie ve  th a t a d o p tio n  o f m a n y o f S ta ffs  a n d  R UC O 's

adjustments  is  not supported by a ll of the  evidence  and documents  in this  case .

A.

A.
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11. REBUTTAL TO STAFF WITNESS RALPH c. SMITH.1

2

3

4

Q. Could you please summarize your view of the testimony filed by Mr. Ralph C. Smith

on behalf of Staff?

A. I disagree with several of the adjustments he makes in his Direct Testimony.

A. CARES Discount (Staff Adjustment C-1).

Q- Mr. Dukes, do you agree with Mr. Smith's adjustment to remove the impact of the

Company's proposed change in CARES discount structure?

No, Mr. Smith and Ms. McNee1y-Kirwan are recommending that the present CARES

discount structure be retained and the Company's proposed structure be rejected. UNS

Electric witness, D. Bentley Erdwurm, will be directly addressing the Staff witnesses'

proposal in his Rebuttal Testimony.

B. Remove Depreciation & Property Taxes for Construction Work in Progress

("CWIP") (Staff Adjustment C-2).

Q- Do you agree with Mr. Smith's adjustment to remove the Company's proposed

Depreciation and Property Tax adjustment for CWIP included in rate base?
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No. The adjustment is directly associated with the inclusion of CWIP in rate base as a

plant  item.  Mr.  Kenton C.  Grant  is  the Company's  witness in suppor t  of including

CWIP in ra te base.  Because CWIP should be included in ra te base,  the Company's

depreciation and property tax adjustment should not be adjusted as Mr. Smith proposes.

A.

A.
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c. Fleet Fuel Expense (Staff Adjustment C-4).

Q- Do you agree with Mr. Smith's adjustment to Fleet Fuel Expense?

I a gre e  with pa rt of his  a djus tme nt. I a gre e  tha t it should be  upda te d to re fle ct the  mos t

re ce nt ma rke t cos t of fue l. Upon furthe r a na lys is  on this  is s ue , it a ppe a rs  tha t both the

Compa ny's  a nd S ta ff's  propose d a djus tme nts  to Fle e t Fue l Expe nse  a re  ina ccura te  a nd

s hould be  corre cte d. My initia l a djus tme nt re fle cte d the  a ve ra ge  cos t of fue l ba s e d on

June  through Augus t of 2006. Tha t wa s  the  mos t re ce nt da ta  I ha d a t the  time , but tha t

was  a lso a t the  peak of seasona l cos t. The re fore , my adjus tment was  infla ted, when tha t

ra te  wa s  a pplie d to pro forma  a nnua l usa ge . Mr. Smith's  re vise d ca lcula tion is  ba se d on

UNS E ga s oline  purcha s e s  for the  months  of S e pte mbe r 2006 through April 2007. His

ca lcula tion suffe rs  from the  oppos ite  problem; which is  tha t it excludes  the  portion of the

ye a r whe n ga s oline  is  his torica lly a t its  highe s t le ve l. S o, the  pe riod Mr. S mith us e d

e xclude s  the  months  of Ma y, June , July a nd Augus t. The  we ighte d a ve ra ge  cos t for the

pe riod Mr. Smith chose  was  $2.69 pe r ga llon, but if you add July through Augus t of 2006

and May and June  2007 to the  eva lua tion to include  a ll seasons  of the  yea r the  we ighted

average  cos t increases  to $2.82. This  e qua te s  to a n a dditiona l $28,482 tha t should be

a dde d to Mr. S mith 's  a djus tme nt. This  me a ns  tha t I ha ve  de cre a s e d the  Compa ny's

origina l adjus tment by $41,909 to $605,498.

D. Postage Expense (Staff Adjustment C-5).

Q- Do you agree with Mr. Smith's adjustment to Postage Expense?

1

2

3
4  A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 A.
24

25

26

27

Ye s . Mr. S mith ha s  a djus te d the  Compa ny's  pos ta ge  e xpe ns e  a djus tme nt upwa rd to

re flect a  fixed, known and measurable  pos tage  ra te  increase  tha t happened within twe lve

months  of the  te s t ye a r a nd will be  in e ffe ct whe n the  ra te s  s e t in this  proce e ding a re

be ing charged.
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E. Injuries and Damages Expense (Staff Adjustment C-6).

Q- Do you agree with Mr. Smith's adjustment to Injuries and Damages Expense?

Ye s  a nd No. Mr. S mith ha s  use d a  s imple  thre e  ye a r a ve ra ge  of FERC a ccount 925 to

ca lcula te  wha t he  be lie ve s  to be  a  "norma lize d" le ve l of injurie s  a nd da ma ge s  e xpe nse .

The  pre s umption in s uch a n a djus tme nt is  tha t the  te s t ye a r a mount doe s  not re fle ct

norma l a nd re curring le ve ls . A proble m with  Mr. S mith 's  a pproa ch  is  tha t the  va s t

ma jority of injurie s  a nd da ma ge s  e xpe nse  is  dire ctly re la te d to insura nce  pre miums  a nd

wa ge s . Both fa ctors  a re  ve ry norma l a nd ve ry re cuning e xpe ns e s  tha t do not fluctua te

wildly from ye a r to ye a r. On the  contra ry, the y te nd to incre a s e  ye a r a fte r ye a r. The

re a lity is  tha t the se  pa rticula r e xpe nse s  ha ve  incre a se d s ignifica ntly s ince  2004 a nd it is

unre a sona ble  to use  a  thre e -ye a r his torica l a ve ra ge  to se t the  prospe ctive  a mount to be

recovered through ra tes  for the  entire  portion of FERC account 925.
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UNS  Ele ctric 's  te s t-ye a r e xpe ns e  cha rge d to  the  e xpe nditure  type  ge ne ra l lia b ility

insura nce  wa s  $156,480 which wa s  a  9% incre a se  ove r the  cos t in 2004. Howe ve r, the

cos t wa s  $163,380 for the  ca le nda r ye a r 2006, a  4% incre a se  ove r the  te s t ye a r. The se

incre a se s  we re  drive n by incre a se s  in insura nce  pre miums . By a ve ra ging the  la s t thre e

ye a rs  ge ne ra l lia bility e xpe ns e s  Mr. S mith ha s  only ins ure d tha t the  Compa ny will not

come  close  to recove ring the  actua l cos t tha t will be  incurred. The  informa tion on gene ra l

lia bility e xpe nse  is  provide d a s  Exhibit DJD-2.

The  te s t-ye a r e xpe ns e  cha rge d to the  e xpe nditure  type  Office rs ' & Dire ctors ' lia bility

insurance  expense  of UNSE was $106,353. This  is  a  300% increase  over the  cost in 2004.

But tha t dramatic increase  was  caused by the  fact tha t this  coverage  was  not a lloca ted to

UNSE in 2004 and only pa rtia lly in 2005. The  ca lendar yea r 2006 expense  was  $109,089

a nd the  twe lve  months  e nding June  2007 wa s  $116,539. The  te s t-ye a r cos ts  re fle ct the

A.
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premiums and the cost allocations in place presently and to use a three year average only

guarantees under recovery of these costs. The information on Officers' and Directors'

insurance expense is provided as Exhibit DJD-2.

Mr. S nide  d id  not d is pute  the  re a s ona ble ne s s  of the  Office rs ' & Dire ctors ' lia b ility

insura nce  pre miums  the mse lve s  or the  a mount of cos ts  be ing a lloca te d to UNS Ele ctric.

He  did howeve r comment on his  be lie f tha t the  mone ta ry bene fit of the  insurance  flowed

to the  sha re holde rs  a nd a s  such Mr. Smith indica te s  tha t the  cos t should be  incurre d by

sha re holde rs  a nd ra te pa ye rs  a like . I dis a gre e  with tha t a rgume nt comple te ly, the s e

insurance  premiums a re  normal and recurring cos t of doing bus iness  in today's  world and

do not bene fit the  sha reholde rs . This  type  of cove rage  is  absolute ly nece ssa ry to a ttra ct

a nd re ta in Office rs  a nd Dire ctors . No one  dis pute s  this  a s  be ing a n unre a s ona ble

e xpe nse , nor is  the  spe cific a mount be ing cha lle nge d a s  e xce s s ive . Thus , this  spe cific

amount should be  recovered.

Q- Your response to the question was yes and no, what portion of Mr. Smith's

adjustment do you agree with?
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A. Anothe r s ignifica nt portion of the  te s t-ye a r injurie s  a nd da ma ge s  e xpe ns e  is  worke rs '

compe nsa tion e xpe nse . The  Compa ny is  s e lf insure d up to $500,000 on a ny individua l

cla im. The re fore , tha t pa rticula r a re a  of e xpe nse  ca n fluctua te  from ye a r to ye a r. It doe s

a ppe a r tha t the  te s t-ye a r a mount of $173,456 is  a bnorma lly high due  to the  timing of

whe n a ctivity wa s  a ctua lly e xpe ns e d. S o I a gre e  with Mr. S mith's  a pproa ch of us ing a

three  yea r ave rage  of the  accrua l based expense  for worke r's  compensa tion. Tha t would

me a n a  re duction in the  Compa ny's  te s t ye a r injurie s  a nd da ma ge s  e xpe nse  of $79,978

($173,456 minus  $93,478).
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F. Incentive Compensation (Staff Adjustment C-7).

Q- Mr. Dukes, can you briefly summarize Mr. Smith's adjustment to test year

Incentive Compensation?

Ye s . Mr. S mith  ha s  s ugge s te d  a n  e qua l s ha ring  of the  cos ts  a s s ocia te d  with  the

Compa ny's  va rious  e mploye e  ince ntive  progra ms . Mr. S mith 's  prima ry re a s oning for

th is  s ha ring  is  tha t it s trike s  the  ba la nce  be twe e n  the  be ne fits  a tta ine d  by bo th

sha reholde rs  and cus tomers . He  a ls o re fe re nce s  a  re ce nt Commis s ion De cis ion No.

68487 (Fe brua ry 23, 2006) .- the  S outhwe s t Ga s  Corpora tion ("S WG") ra te  ca se  ..... in

which  the  Commis s ion  a dopte d  s uch  a  re comme nda tion  for S WG's  ma na ge me nt

ince ntive  pla n ("MIP ").

1. Performance Enhancement Plan ("PEP").

Q, Do you agree with Mr. Smith's adjustments related to the PEP?

No, I do not. Mr. Smith's  sugges ted sha ring of the  PEP program cos t has  to be  based on

an assumption tha t the  program is  somehow an additiona l cos t to the  cus tomers  over and

above what he  deems to be  reasonable  costs  for employee  compensation. It a lso suggests

tha t the  s pe cific goa ls  or ta rge ts  of the  progra m a re  the  only be ne fits  a nd s ome how

e qua lly be ne fit s ha re holde rs  a nd cus tome rs  a like . I s trong ly d is a g re e  with  thos e

a ssumptions  inhe rit in Mr. Smith's  adjus tment.
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Q- Can you provide more detail as to why you disagree with Mr. Smith?

Ce rta in ly.  The  e vide nce  I d is cus s  be low s hows  tha t UNS  Ele c tric 's  to ta l e mploye e

compensa tion including the  PEP program is  reasonable  and to deny recovery of such is  to

ins ure  tha t UNS  Ele ctric will not ha ve  a  re a s ona ble  opportunity to re cove r its  ope ra ting

cos t. And ne ithe r S ta ff nor RUCO as s e rt tha t the  tota l employee  compens a tion including

A.

A.

A.
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P EP  is  unre a s ona ble .

compensa tion s tructure .

In  e ffe c t,  UNS  E le c tric  is  b e in g  p e n a liz e d  s imp ly fo r its

be lieve  the  PEP program costs  a re  actua lly a  ne t savings  to customers . I a lso be lieve  the

program provides  a  va luable  management tool to promote  increased ea rnings , to promote

a dditiona l cos t s a vings , to  motiva te  individua l e mploye e s , to  e ncoura ge  groups  of

e mploye e s  to work toge the r to impa ct s pe cific goa ls , a nd to a id in the  re te ntion of the

highe r-pe rforming e mploye e s . All o f th e s e  a re  u ltima te ly b e n e fits  p a s s e d  o n  to

customers .

The  goa ls  or ta rge ts  of the  curre nt P EP  progra m a re  a ls o  he a vily we ighte d towa rd

providing be ne fits  to cus tome rs . The  progra m us e s  fina ncia l pe rforma nce  me a s ure s

we ighte d a t 30%, ope ra tiona l cos t conta inme nt we ighte d a t 30% a nd cus tome r s e rvice

goa ls  a t 40%. I would a rgue  tha t the  pote ntia l be ne fits  of the  curre nt progra m goa ls  a nd

objectives  merit full recove ry of the  expense  a s  it provides  bene fits  to the  cus tomers  and

doesn't provide  for unreasonable  sa lary and wage expense .
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No pa rty dispute s  tha t the  PEP  progra m a ctua lly re duce s  the  ultima te  cos t pa sse d on to

cus tome rs  in the  form of re duce d pa yroll a nd be ne fits  cos t. It is  counte r-intuitive  to

pe na lize  the  Compa ny for ha ving a n e mploye e  compe nsa tion progra m tha t re duce s  the

ultima te  cos ts  pa s s e d on to the  cus tome rs , tha t promote s  incre a s e d s a fe ty, incre a s e d

cus tomer se rvice , the  reduction of ope ra ting cos ts  and increases  the  financia l soundness

o f th e  Co mp a n y a n d  d o e s  n o t re s u lt in  u n re a s o n a b le  o r imp ru d e n t e mp lo ye e

compensa tion leve ls .
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Q- Please further explain the PEP and some of the benefits to customers, the Company

and to employees.
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A. A more  a ccura te  de s cription of tha t progra m would be  "a  portion of a n individua l's  fa ir

a nd  re a s ona ble  compe ns a tion  put "a t ris k" to  e ncoura ge  a nd  e nha nce  group  a nd

individua l pe rforma nce ". The  a t-risk compe nsa tion portion is  use d on a n individua l ba s is

to re wa rd s pe cific pe rforma nce  a nd provide s  ma na ge me nt with a n a dditiona l tool to

e ncoura ge  furthe r cos t s a vings , motiva te  individua ls  a nd to e ncoura ge  e mploye e s  to

impact goa ls .
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PEP is  a t-risk compensation because  there  are  no guarantees to individua l e mploye e s  dirt

pa yme nt will be  ma de , on a  Compa ny wide  ba s is  a  pa yout be twe e n 50-150% is  norma l

and recurring. The  Company's  compensa tion philosophy is  to pay a t approxima te ly 50%

of ma rke t ra te  for its  e mploye e s . In be nchma rking s tudie s  conducte d by a n outs ide

consulting firm, non-union pos itions  actua l tota l ave rage  ca sh compensa tion (inclus ive  of

ince ntive s ) wa s  11% be low 50% of ma rke t (or a t 39% of ma rke t) a t UNS  Ele ctric, a s

Confide ntia l Exhibit DJD-3. The re fore , the  ove ra ll a ve ra ge  P EP  la youts  a re  a n inte gra l

part of the  reasonable  compensation necessary to a ttract and re ta in employees.
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If the  PEP program is  e limina ted, there  would be  considerable  increased pressure  on base

compe ns a tion. Employe e  ba s e  compe ns a tion would e ve ntua lly ha ve  to be  incre a s e d

towa rd ma rke t to a llow the  Compa ny to compe te  in a ttra cting a nd re ta ining a  s kille d

workforce . It is  not reasonable  to a ssume  tha t the  Company would be  able  to continue  to

a ttract employees  a t compensa tion ra te s  we ll be low the  marke t median, without the  PEP.

Furthe rmore , to s tay compe titive  in a ttracting and re ta ining employees , the  marke t is  such

tha t pe rforma nce -ba s e d , lump s um ca s h  a wa rds  a re  s ta nda rd  pra ctice  a t 79% of

compa nie s  toda y. S o, S ta ffs  re comme nda tion will drive  ba se  compe nsa tion upwa rd so

tha t little  to no compensa tion is  va riable  or a t risk.
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Q- Are there advantages to the PEP versus just paying base compensation?

A. From the  Compa ny's  a nd the  cus tome rs ' pe rs pe ctive s , the re  a re  ma ny a dva nta ge s  to

us ing a  program like  PEP , ra the r than jus t paying median marke t wages  a s  non-va riable

base  compensa tion. The  mos t dire ct s a vings  re s ult be ca us e  P EP  is  not pa rt of ba s e

compe ns a tion, the re fore  e mploye e  cos ts  s uch a s  va ca tion pa y, s ick pa y, long te rm

disa bility, 401K ma tching, pe ns ion e xpe nse  a nd othe r pos t-re tire me nt be ne fits  tha t a re

based on base  pay a re  a ll reduced. The  impact of reduced compounding wage  increases

tha t would be  ba s e d on a  highe r ba s e  pa y tota l is  a nothe r be ne fit. You the n ha ve  the

b e n e fits  p ro d u c e d  fro m th e  s p e c ific  g o a ls  tie d  to  a  p o rtio n  o f th e  e mp lo ye e s '

compe ns a tion , which  a re  the  be ne fit o f the  Compa ny ha ving  gre a te r fle xib ility to

dis tinguis h a mong a nd re wa rd high-pe rforme rs , to  a ttra ct a nd re ta in  more  ta le nte d

e mploye e s , a nd to mitiga te  the  cos ts  of tra ining ne w e mploye e s  by re ta ining ke y one s .

Ne ithe r S ta ff nor RUCO dispute  the se  fa cts  a nd tha t the  P EP  brings  a dde d fle xibility a t

reasonable  cost.
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From the  e mploye e  pe rs pe ctive , the  prope r mix of ba s e  wa ge s  a nd ince ntive  pa y ha s

bene fits . Individua l employees  a re  rewarded for contributing to the  ove ra ll success  of the

orga niza tion a nd a re  a llowe d a  wa y to dire ctly pa rticipa te  in corpora te  s ucce s s  with a

clea r line  of s ight to goa ls . Employees  can be  acknowledged and rewarded for making a

diffe rence  by exhibiting extra  e ffort, working more  hours  on the  job (for profe ss iona ls  not

e ligible  for ove rtime  pa y), or supporting the  progra m goa ls . Also, pa yme nt to individua l

non-union e mploye e s  is  discre tiona ry, so ta le nte d a nd high-contributing e mploye e s  ca n

e a rn more  through the  progra m, which ca n be  a  motiva ting fa ctor a nd ca n a lso le a d to

highe r re te ntion ra te s  for more  ta le nte d e mploye e s . Ra the r tha n be ing a n ove r-infla te d

progra m, the  P EP  provide s  dire ct be ne fit to  UNS  Ele ctric cus tome rs  e conomica lly.

Neither S ta ff, nor RUCO for tha t matte r, have  presented any evidence  to demonstra te  tha t
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the  compe ns a tion a nd be ne fit pa cka ge s  of the  UNS  Ele ctric  e mploye e s  (including

incentive  compensa tion) a re  not prudent or reasonable .

Q- Has there been any recent Commission decisions since the Southwest Gas decision

sited by Mr. Smith that address the recovery of incentive compensation expenses?
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A. Ye s . Commis s ion De cis ion No. 69663 (J une  28, 2007) for Arizona  P ublic S e rvice

Compa ny ("APS"), a llowe d for re cove ry of its  Ca sh-ba se d Ince ntive  Compe nsa tion pla n

expenses . The  Commission s ta ted in Decis ion No. 69663 on page  37 tha t:

"APS ' va ria ble  ince ntive  progra m is  a n "a t risk" pa y progra m whe re  a  pa rt

of an employee 's  annua l cash compensa tion is  put a t risk and expecta tions

a re  e s ta blis he d for the  e mploye e  a t the  s ta rt of the  ye a r. If ce rta in

performance  results  a re  achieved, a  predictable  award will be  earned based

upon objective  crite ria . The  actua l amount of the  award depends  upon the

achieved re sults . The  in te n t o f the  p la n  is  to : link pa y with  bus ine s s

pe rformance  and pe rsona l contributions  to re sults , motiva te  pa rticipants  to

a chie ve  highe r le ve ls  of pe rfonna nce , communica te  a nd focus  on critica l

success  measures , re inforce  desired business  behaviors , as  well as  results ,

a nd to re inforce  a n e mploye e  owne rs hip culture . (AP S  Exhibit No. 51,

Gordon Re butta l, p. 8) S ta ff did not oppos e  inclus ion of the  TY va ria ble

ince ntive  e xpe ns e  in  cos t of s e rvice , no ting  tha t a lthough corpora te

ea rnings  se rve  as  a  threshold or precondition to the  payout, the  TY leve l of

e xpe ns e  is  tie d prima rily to pe rforma nce  me a s ure s  tha t dire ctly be ne fit

AP S  cus tome rs . (S ta ff Exhibit No. 43, Dittme r Dire ct, p. ll)"

Q- Is  UNS Elec tric 's  PEP  the  s ame  a s  SWG's  Management Incentive  P rogram?25

26

27

A.

PEP is  for a ll non~union e mploye e s . Furthe r, SWG's  MIP  a ppe a rs  spe cifica lly re la te d to
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re turn on e quity ta rge ts  a nd cus tome r to e mploye e  ra tios . The  Compa ny's  PEP  is  ba se d

on broa de r a nd more  wide -ra nging fa ctors , of which fina ncia l pe rforma nce  is  only a  pa rt

of the  cons ide ra tion.

Q. You mention the PEP is for all non-unions employees. Why are union employees

not eligible for PEP compensation?

A. The  union employees  wage  ra te s  a re  collective ly ba rga ined and up to this  time  the  union

me mbe rs  ha ve  not be e n re ce ptive  to putting a ny portion of a n individua l's  pa y a t-ris k

a nd/or a llowing e quiva le nt gra de  e mploye e s  to  ha m diffe ring  pa y le ve ls  ba s e d  on

pe rformance .

Q- Have other states fully allowed incentive compensation expenses for similar

programs ?
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A. Ye s . Two ca s e s  s ta nd out. One  involve d Ne va da  P owe r Compa ny ("NP C") ..-. and its

manageria l, profess iona l, adminis tra tive  and technica l Short-Te rm Incentive  Program and

Tota l Re wa rds  progra m in 2002.1 The s e  progra ms  cons ide re d tra ditiona l pa y a nd

bene fits , among othe r things , and provided incentive  pay for individua l pe rformance  and

for contributing to NP C's  ove ra ll s e rvice  a nd fina ncia l pe rforma nce . Fa ctors  cons ide re d

included qua lity of se rvice , sys tem pe rformance , re liability and cos t reduction goa ls . NPC

witne sse s  te s tified tha t its  program attracted and re ta ined employees  needed to continue

to provide  exce llent se rvice  to NPC's  cus tomers  -. while  a lso keeping downward pressure

on base  sa lary increases and tha t its  incentive  program costs  were  an essentia l component

of NP C's  ba s ic la bor cos ts . The  Ne va da  P ublic Utilitie s  Commis s ion found tha t NP C's

ince ntive  progra m he lpe d NP C to provide  re lia ble  s e rvice  a t re a s ona ble  ra te s  a nd

a llowe d NP C's  a djus tme nts  for its  ince ntive  progra m In 2007, the Nevada Commis s ion

confirme d tha t NP C's  S TIP  P rogra m did be ne fit ra te pa ye rs  e ithe r dire ctly or indire ctly

1 Before the Nevada Public Utilities  Commiss ion, Docket No. 01-10001, 2002 WL 32862407.
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a nd a llowe d $6,023,000 of thos e  e xpe ns e s  into ra te s  - e ve n though 35% of the  S TIP

"pe rforma nce  ma trix" re la te d to  fina ncia l pe rforma nce The  Ne va da  Commis s ion

be lieved NPC's  STIP  because  "the  consumers  a re  bene ficia rie s  of the  STIP  pe rformance

measure s ." The  Nevada  Commiss ion did not appea r to deny any amount of NPC's  STIP

on the  ba s is  tha t s ome  goa ls  ma y be  more  clos e ly a ligne d with  s ha re holde rs  tha n

cus tome rs . S o Ne va da  be lie ve d if re lia ble  s e rvice  ca n be  provide d a t re a sona ble  ra te s ,

this  incentive  compensa tion should be  awarded.

Then, the re  is  the  Massachuse tts  Department of Te lecommunica tions  and Energy ("Mass .

D.T.E.") de cis ion re ga rding Bos ton Ga s  Compa ny db Ke yS pa n Ene rgy De live ry Ne w

Engla nd  ("Bos ton  Ga s ") in  2003 .3 Bos ton Ga s ' ince ntive  compe ns a tion progra m

in vo lve d  s p e c ific  p e rfo rma n ce  g o a ls  a n d  fin a n c ia l in ce n tive s  lin ke d  to  va rio u s

pe rforma nce  le ve ls . The  Ma s s . D.T.E. found  tha t Bos ton  Ga s ' ince n tive  progra m

a llowe d ince ntive  compe ns a tion e xpe ns e s  s o long a s  the y we re  re a s ona ble a nd we re

reasonably designed to encourage  good employee  performance . The  Mass . D.T.E. furthe r

s ta ted tha t if the  incentive  plan was  not sole ly based on company financia l pe rfonnance ,

the n the  ince ntive  pla n is  re a sona bly to e ncoura ge  good e mploye e  pe rforma nce . It wa s

a ls o note d tha t Bos ton Ga s ' progra m is  s imila r to thos e  of othe r utilitie s  compe ting for

the  s a me  e mploye e s , a nd tha t s e ve ra l ince ntive  ca te gorie s  dire ctly de a ling with cos t-

conta inme nt e nha ncing va lue  to  cus tome rs  - like  cus tome r s a tis fa ction, s a fe ty a nd

workforce  dive rs ity. The  Ma s s . D.T.E. a llowe d the  Compa ny to  re cove r ince ntive

compensation expenses.
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The s e  a re  but only two e xa mple s . The  Florida  P ublic S e rvice  Commis s ion ("FP S C")

a llowe d Gulf P owe r Compa ny to re cove r ince ntive  compe ns a tion in 2002.4 The  FP S C

2 2007 WL2141450.
3 Docket No. D.T.E. 03-40 (2003 WL 22964722).
4 Docket No. 010949-EI, Order No. PSC-02-0787-FOF-EI.
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3

4

note d tha t Gulf offe rs  a  pla n cons is ting of ba se  s a la ry a nd ince ntive  compe nsa tion a nd

tha t only re ce iving a  ba s e  s a la ry would me a n Gulf e mploye e s  would be  compe ns a te d

be low e mploye e s  a t o the r compa n ie s . The  Ma ryla nd  P ub lic  S e rvice  Commis s ion

("MP S C") a llowe d ince ntive  compe nsa tion for Wa shington Ga s  Light Compa ny in 2003

be ca use  the  MP S C found tha t Wa shington's  ince ntive  compe nsa tion proposa l include s

crite ria  directly bene fiting ra tepaye rs .5 Clea rly, othe r Commiss ions  have  recognized how

progra ms  s imila r to UNS  Ele ctric 's  P EP  provide  dire ct be ne fit to ra te pa ye rs  a nd a re

re la te d to providing re lia ble  se rvice  to cus tome rs  a t re a sona ble  ra te s . Ne ithe r S ta ff, nor

RUCO for tha t ma tte r, re a lly dispute  UNS  Ele ctric's  P EP  cos ts  a s  unre a sona ble  or non-

re curring. As  I e xpla ine d in my Dire ct Te s timony, UNS  Ele ctric's  P EP  is  a n inte gra l pa rt

of the  Compa ny's  compe ns a tion a nd be ne fits  progra m, re la te d to core  goa ls  including

sys tem re liability, ope ra tiona l cos t conta inment, a s  we ll a s  cus tomer se rvice  and financia l

pe rforma nce . But ha ving fina ncia l pe rforma nce  a s  pa rt of the  P EP  e va lua tion doe s  not

jus tify S ta ff's  re commenda tion, the  PEP  is  not sole ly based on financia l pe rformance , the

cos ts  a re  re a s ona ble  a nd the  bottom line  is  tha t a ll the  e vide nce  points  to a ll of UNS

Electric's  PEP expenses  as  appropria te ly included.

2. Offic e r's  Long  Te rm Inc e n tive  P rogra m.

Q- Do you agree with Mr. Smith's adjustments related to the Officer's Long Term

Incentive Program?
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A. No, I do not. Mr. Smith aga in s imply applie s  an equa l sha ring of the  cos t me thodology to

this  program and I disagree  with the  base  a ssumptions  behind such trea tment. The  cos ts

a t dis pute  he re  a re  long te rm ince ntive  cos ts  a lloca te d to the  Compa ny from Tucs on

Ele ctric P owe r Compa ny ("TEP ") for e xe cutive  ove rs ight of UNS  Ele ctric.

5 Case No. 8959, Order No. 78757 (94 Md.p.s .c. 329)
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These  costs  represent a  portion of the  Office rs ' tota l compensa tion tha t is  variable  and put

a t ris k, but a re  a n inte gra l pa rt of a  compe titive  compe ns a tion progra m. This tota l

compensation is  ta rge ted a t the  median of the  pee r group as  reviewed by an independent

consultant on beha lf of the  Compensa tion Committee  of the  Board of Directors .

As  I discussed previous ly about the  PEP  program above , if the  cos ts  of the  program a re

reasonable , prudent and provide  a  benefit to the  cus tomers , then the  Company should be

a llowed to recover those  cos ts . The  S ta ff has  not presented any evidence  to demonstra te

tha t the  compensa tion and bene fit packages  of the  Office rs  of TEP and UNS Electric a re

not re a sona ble . No pa rty s ta te s  tha t the  pa cka ge  is  unre a sona ble  or e xce s s ive , or tha t

re futes  the  evidence  the  Company provided tha t the  costs  a re  a t the  median of marke t and

a re  necessa ry, rea sonable  and prudent cos t incurred to a ttract and re ta in the  Office r's  of

TEP  and UNS Electric.

3. Supplemental Executive Retirement Plan ("SERP") (Staff Adjustment
C-8).

Q- Please describe the SERP program.

S ERP  is  a  re tire me nt progra m tha t a llows  Office rs  to ha ve  proportiona te ly e quiva le nt

re tire me nt be ne fits  to  a ll othe r e ligible  e mploye e s . The  a moun t tha t Mr. S mith  is

re comme nding be  disa llowe d prima rily re pre se nts  be ne fit cos t a lloca te d to UNS Ele ctric

from TEP .
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Q, Do you agree with Mr. Smith's adjustment to remove 100% of the SERP expenses

allocated to UNSG?

No, I do not. recognize  tha t Mr. Smith has  re lied upon Commiss ion's  recent decis ion in

the  SWG ra te  case  (Decis ion No. 68487) tha t disa llowed the  recovery of SERP expenses .

The  SERP program is  a  portion of the  compensa tion and benefits  package  made  ava ilable

14



to  UniS ource  Office rs . The  le ve l of compe ns a tion, ince ntive s  a nd be ne fits  a re  a ll

d e te rmin e d  b y th e  Co mp e n s a tio n  Co mmitte e  o f th e  Bo a rd  th a t is  co mp ris e d  o f

independent Board members.

The  re a son a  progra m like  S ERP  is  ne ce s sa ry is  be ca use  of funding de ductibility limits

de fined within the  Inte rna l Revenue  Code . And those  funding limits  a re  se t ba sed on tax

re ve nue  co lle c tion  ne e ds , no t on  the  po in t a t which  it is  no  longe r fa ir to  p rovide

re tirement bene fits . They a re  not a  guide line  for how much is  fa ir and rea sonable  a s  pa rt

of an employee  bene fit program. The  eva lua tion of tha t should be  the  rea sonableness  of

the  compe nsa tion a nd the  e xe cutive  be ne fit pa cka ge  itse lf All UNS Ele ctric is  a sking for

he re  is  to a llow executive s  to have  the  same  proportion or leve l of re tirement bene fits  a s

for other Company employees .

G. Stock Based Compensation (Staff Adjustment C-9).

Q- Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding Stock

Based Compensation?
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No. Mr. Smith asserts  tha t the  tes t-year expense  represents  compensa tion over and above

the  office r's  nonna  le ve ls  of compe ns a tion. The  te s t-ye a r s tock ba s e d compe ns a tion

expenses  a lloca ted to UNS Electric is  a  portion of the  normal and recurring compensa tion

a nd be ne fits  pa cka ge  ma de  a va ila ble  to Office rs  a nd Dire ctors . It a ls o give s  a dde d

ince ntive  for Office rs  a nd Dire ctors  to be  inve s te d in the  Compa ny a s  oppose d to ca sh-

based compensa tion. The  le ve l of compe ns a tion, ince ntive s  a nd be ne fits  provide d to

Office rs  a nd Dire ctors  a s  a  pa rt of the ir tota l compe ns a tion a re  a ll de te rmine d by the

Compensa tion Committee  of the  Board tha t is  comprised of independent Board members .

The  re a sona ble ne ss  of the  a mount of compe nsa tion a nd be ne fit pa cka ge , which is  not

A.

1 5



disputed, should be  the  de te rmining factors  eva lua ted to de te rmine  if the  expenses  can be

recovered as  part of the  Company's  cost of se rvice .

1

2

3

4 H . Rate Case Expense (Staff Adjustment C-11).

Q- Do you agree with Mr. Smith's adjustment for Rate Case Expense?

No. Mr. S mith a tte mpts  to  compa re  the  UNS  Ele ctric ra te  ca s e  cos t to  S WG's  mos t

re ce nt ra te  ca s e  a nd implie s  tha t S WG a nd UNS  Ele ctric a re  compa ra ble  compa nie s .

Tha t a ssumption is  flawed.

S WG is  one  e ntity with ope ra tions  in Arizona , Nevada a nd s outhe rn Ca lifornia . S WG
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indire ctly a lloca te s  its  Exe cutive  a dminis tra tion a nd corpora te  sha re d se rvice s  cos t to its

jurisdictiona l regula ted ope ra tions  based on a  Massachuse tts  Formula . By contra s t, TEP

is  a  co mp le te ly s e p a ra te  re g u la te d  u tility. TEP  ind ire c tly a lloca te s  Exe cu tive

a dminis tra tion cos t through a  s imila r Ma ssa chuse tts  Formula  a pproa ch. Howe ve r, TEP

dire ctly a lloca te s  the  a ctua l cos t for se rvice s  provide d to UNS Ele ctric by sha re d se rvice

de pa rtme nts  of TEP . As  a  pa rt of tha t proce s s  the  sha re d s e rvice  de pa rtme nts  dire ctly

cha rged UNS Electric for se rvices  provided in direct support of this  ra te  ca se  incrementa l

to the ir norma l and recurring activitie s .

For e xa mple , the  SWG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha red se rvice  cos t from "Corpora te " whe the r they use  it or not. In e ssence , the  Arizona

cus tome rs  pa y for 50% of the  a ccounting de pa rtme nt, 50% of the  pla nt a ccounting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtme nt, 50% of the  budge ting a nd 50% for othe r de pa rtme nts . UNS

Electric has  none  of these  departments  in house , it is  only charged for shared services  tha t

it uses  and obta ins  from TEP. And in the  case  of ra te  case  support those  incrementa l cost

were  charged to and deferred on the  ba lance  shee t of UNS Electric.

A.
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Q- What would the impact be on UNS Electric if all administrative and general support

costs from TEP were allocated based on the same methodology as SWG?

The  a lloca tions  to UNS  Ele ctric from TEP  for s ha re d s e rvice s  (la bor & burde ns ) would

incre a s e  a pproxima te ly $2.3 million a nnua lly. This  informa tion is  provide d in Exhibit

DJD-4 a tta che d to my Re butta l Te s timony.

Q. Do you believe that UNS Electric should be allowed to collect all of these rate case

A.

e xpe nse s?

Ye s , be ca us e  the s e  a re  the  a c tua l a nd le gitima te  outs ide  s e rvice  cos ts  incurre d  in  the

p ro c e s s  o f p re p a rin g  a n d  d e fe n d in g  th e  UNS  E le c tric  ra te  c a s e . In  th is  p a rtic u la r

in s ta n c e ,  it will a m o u n t to  a b o u t $ 2 0 0 ,0 0 0  b e in g  b u ilt in to  b a s e  ra te s  fo r ra te  c a s e

expense . UNS  E le c tric 's  a d jus tme nt is  ba s ic a lly e qu iva le n t to  a dd ing  a n  inc re me nta l

a mount to  ba s e  ra te s  ba s e d  on  a c tua l us a ge , ve rs us  jus t s imply a lloca ting  portions  of

de pa rtme nts  a nd cha rging the m to UNS  Ele ctric  whe the r us e d or not. It would be  unduly

burde ns ome  to a lloca te  a ll of the  s ha re d s e rvice  de pa rtme nt cos t of TEP  to UNS  Ele ctric

on  a n  indire c t ba s is . Ho we ve r,  it is  a ls o  u n fa ir fo r TE P  to  p ro vid e  s e rvic e s  to  UNS

Ele c tric  tha t a re  not re imburs e d, thus  TEP  a nd its  cus tome rs  would be  s ubs idizing UNS

Ele ctric 's  cus tome rs .

1 . Edison Electric Institute (MEEPQ (Staff Adjustment C-12).
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Q- Do you agree with Mr. Smith's adjustment to reduce the Company's test-year level

of EE l due s ?

P a rtia lly. I a gre e  tha t based on  the  h is to ric a l s ta nda rd  o f e xc lud ing  lobbying  c os t we

s hould  ha ve  e xc lude d  the  EEl Utility Air Re gula tory Group ("UARG") due s . Howe ve r, I

dis a gre e  with Mr. S mith 's  e xc lus ion of 49.93 pe rce nt of EEl core  due s . Mr.  S m ith  wa s

provide d e xte ns ive  informa tion in  dis cove ry a bout the  multitude  of be ne fits  provide d to

A.
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the  Compa ny a nd ultima te ly to  the  cus tome rs  through its  EEl me mbe rs hip . This

information is  provided in Exhibit DJD-5 a ttached to my Rebutta l Tes timony.

Als o the  Compa ny provide d a  pro forma  a djus tme nt re ducing the  te s t-ye a r e xpe ns e

a s s ocia te d with EEl due s  for lobbying a ctivity ba s e d on the  mos t re ce nt informa tion

provide d by EEl the ms e lve s . Tha t a d jus tme nt a long  with  the  a dditiona l UARG

adjus tment mentioned above  brings  the  tes t year exclus ion up to 48% of Me annual EEl

expens e . I be lieve  this  is  more  than an adequa te  reduction of te s t-year cos t, e s pecia lly

whe n you a pply Mr. S mith's  be ne fit a rgume nt a nd cons ide r tha t lobbying e xpe ns e

probably benefits  customers  just as  much or even more than shareholders  .

The  prima ry obje ctive  of a  group like  the  EEl a nd a  s ub-group like  UARG is  to be  a n

a dvoca te  on be ha lf of its  e le c tric  compa ny me mbe rs . UARG he lps  to e ns ure  tha t

le gis la tion doe s  not re s ult in e xce s s ive  cos ts  a ga ins t the  Compa ny. Be ca us e  it is  the

Company's  cus tomers  who ultimately pay for cos t increases  and/or increased inves tment

driven by legis la tion, tax code changes  or environmental s tandards  passed that affect the

e le ctric indus try. The re fore , EEl a nd UARG do provide  re a l be ne fits  to cus tome rs  a s

well as  for the  e lectric companies .

J . Other Membership and Industry Association Dues (Staff Adjustment C-13).

Q- Do you agree with Mr. Smith's adjustment to remove other membership and

industry dues expenditures from test year activity?
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Yes . These are  expenses  that were  inadvertently missed in the  review and preparation of

the  Company's  filing.

A.

1 8



K_ Emergency Bill Assistance Expense (Staff Adjustment C-16).1
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Q- Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding

Emergency Bill Assistance expense?

Yes. Those expenses for emergency bill expense are more properly reflected in base

rates and not in the Demand Side Management program funding.

L. Other Adjustments to Operating Expenses.

Q~ Mr. Dukes, do you have any adjustments or additions to the Company's direct filing

that were not addressed by Mr. Smith's filing?
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A. Ye s . I ha ve  a n a djus tme nt re la te d to the  ca lcula tion of norma lize d ove rtime , a nd I ha ve

adjustments re la ted to known and measurable  ra te  changes that have taken place  since  the

Compa ny's  origina l filing.

Q. Mr. Dukes what do you mean by adjustments related to known and measurable rate

changes that have taken place since the Company's original filing?

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

A. This nonnally applies to changes in rates, including wage rates and property tax rates.

For example, the number of employees and hours worked should be normalized to the

end of the test-year level of employees. But, it is  a lso normal to adjust the wage rates

applied to those  leve l to the  most recently known and measurable  ra tes . It is  my

understanding, based on the Direct Testimonies of Staff and RUCO witnesses, that their

recommended cut-off for such rates changes in this preceding should be when the rates

established in this case are presumed to go into effect.

In his  Dire ct Te s timony, Mr. S mith for S ta ff propos e d, a nd I a cce pt, a  ra te  incre a s e

adjustment for postage  expense . That ra te  increase  is  fixed, known and measurable  and is

A.
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1 already in e ffect. S ta ff has  a lso proposed an adjustment to decrease  property tax expense

based on the  prope rty tax a sse ssment ra te  tha t is  known, measurable  and tha t will be  in

e ffe ct in 2007. Cons is te nt with thos e  propos e d a djus tme nts  the re  a re  s ome  othe r ra te

cha nge s  tha t a re  known a nd me a s ura ble  a t this  time , tha t we re  not a t the  time  of the

Compa ny's  orig ina l filing . Wa ge  incre a s e s  we nt in to  e ffe ct for the  cla s s ifie d a nd

uncla s s ifie d e mploye e s  of UNS  Ele ctric a nd TEP  for the  ye a r 2007. The  contra ct for

wage  increases  for union employees  for 2007 is  a lso currently known and measurable  a s

there  is  a lready an approved contract in place .

1 . Norma lized  Ove rtime  Expens e .

Q. What is the revised adjustment for normalized overtime expense?
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A. In UNS  Ga s , Inc.'s  mos t re ce nt Ra te  Ca se  (Docke t No. G-04204A-06-0463), Mr. S mith

proposed an adjus tment to normalize  overtime  based on a  two-year average  including the

te s t yea r and the  yea r immedia te ly preceding the  te s t yea r. The  adjus tMent took the  two-

ye a r a ve ra ge  for ove rtime  a nd a pplie d the  pe rce nta ge  incre a se  a s socia te d with re gula r

pa yroll cha rge d to O&M e xpe nse . The  a djus tme nt propose d by S ta ff re duce d UNS Ga s '

pa yroll a djus tMe nt by a pproxima te ly $123,010. In the  UNS  Ga s  ca s e  I a cce pte d Mr.

S mith 's  a djus tme nt a s  I be lie ve d it did more  a ccura te ly re fle ct a  norma lize d le ve l of

overtime  expense  versus  the  ca lcula tion I had origina lly sponsored.

In the  current ca se  I used the  same  ca lcula tion for norma lized ove rtime  expense  a s  I did

origina lly in the  UNS  Ga s  Ra te  Ca s e . I be lie ve  the  Mr. S mith propos e d forma t in tha t

case  more  accura te ly re flects  the  norma lized leve l of ove rtime  expense  for UNS Electric.

The re fore , I have  reca lcula ted norma lized ove rtime  expense based on the  same  me thod

Mr. S mith propos e d ...- a nd I a cce pte d - in the  UNS  Ga s  ca s e . Tha t ne w a djus tme nt

results  in an increase  to pro forma payroll expense  of $139,201 .
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2. Salaries and Wage Increases.

Q- What is the revised adjustment for salaries and wages?

The  ra te  incre a s e  for uncla s s ifie d e mploye e s  tha t we nt into e ffe ct J a nua ry 1, 2007 is

fixed, known and measurable  and is  currently in e ffect a s  a re  the  wage  increases  pe r the

cla s s ifie d contra cts  for 2007. To s implify the  a djus tme nt I a m only a djus ting the  dire ct

la bor cos t for UNS  Ele ctric e mploye e s  a nd not re fle cting the  incre a s e d ra te s  of TEP

e mploye e s  tha t we re  a lloca te d to UNS  Ele ctric during the  te s t ye a r. Those  changes

increase  the  pro forma  payroll expense  of UNS Electric by $92,550.

Q, Will the revised adjustments impact other adjustments?

Ye s . The  pa yroll a djus tme nts  will cha nge  the  pa yroll ta x e xpe ns e  a djus tme nt a nd a ll of

the  re vis e d a djus tme nts  will impa ct income  ta xe s  a nd ca s h working ca pita l. The  re vis e d

income  ta xe s  a nd working ca pita l a djus tme nts  a re  s pons ore d by Ms . Kis s inge r.

111. R E B UT T AL T O  R UC O  WIT NE S S  MAR YLE E  DIAZ C O R T E Z.

A. Bad Debts - Uncollectibles (RUCO Income Statement Adjustment 6).
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Q- Do you agree with Ms. Diaz Cortez's adjustment to reduce the Company's proposed

Bad Debt Expense?

In pa rt. Ms . Dia z Corte z a rgue s  tha t the  Compa ny ha s  ove rs ta te d the  pro forma  ba d de bt

e xpe ns e  by us ing the  a ctua l write -offs  of ba d de bt a s  oppos e d to the  ba d de bt e xpe ns e .

S he  is  c o rre c t tha t ou r a d jus tme n t mis ta ke n ly wa s  c a lc u la te d  us ing  g ros s  write -o ffs .

Howe ve r, Ms . Dia z Corte z only a pplie s  the  write -off pe rce nta ge  from the  te s t ye a r to the

a djus te d te s t-ye a r re ve nue s . I s till b e lie ve  tha t a n  h is to ric a l pe rc e n ta ge  o f ba d  de b t

e xpe ns e  a s  a  pe rce nta ge  of re ve nue  a pplie d  to  a d jus te d  pro  forma  re ve nue  is  a  more

2 1
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reliable indicator of bad debt expense to be included in cost of service. Bad debt expense

can fluctuate materially year over year, and thus it is appropriate to use an average to

smooth out those fluctuations. would prefer to use a three-year average, but at the time

of the original filing only two years of reliable data was available. I updated the

Colnpany's calculation to be based on the most recent three-year calendar period to

calculate the average percentage of uncollectible expense to be expected. The result of

this revision is a reduction in the Company's original bad debt expense adjustment of

$155,609.

B. Fleet Fuel Expense (RUCO Income Statement Adjustment 7).

Q-

A.

Do you agree  with  Ms . Diaz Cortez's  Flee t Fue l Expens e  adjus tment?

Not comple te ly. S imila r to S ta ff's  re comme nda tion, Ms . Dia z Corte z ha s  upda te d the

Compa ny's  fle e t fue l ca lcula tion for more  re ce nt fue l price s  incurre d by UNS  Ele ctric.

Howe ve r, a ls o like  S ta ff s he  ha s  us e d a  pe riod tha t e xclude s  the  s umme r months  tha t

his torica lly ha ve  the  highe s t cos t. I be lie ve  the  re vis e d a djus tme nt I propos e d in the

dis cus s ion of S ta ffs  fle e t fue l e xpe ns e  a djus tme nt is  the  more  a ppropria te  pro Ronna

expense  level.

c. Year End Accruals (RUCO Income Statement Adjustment 9).
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Q~ Do you agree with Ms. Diaz Cortez's adjustment to remove expenses associated with

an invoice expensed in the test year related to services provided prior to the test

year?

Yes.A.
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D. A&G Capitalization (RUCO Income Statement Adjustment 10).

Q- Do you agree with Ms. Diaz Cortez's adjustment to remove the Company's

proposed adjustment for A&G Capitalization?

No. Ms . Dia z Corte z a rgue s  tha t by ma king this  a djus tme nt the  Compa ny will some how

double  re cove r the se  cos ts . I dis a gre e  with tha t cha ra cte riza tion comple te ly. The  cos ts

we  a re  discuss ing a re  the  "recurring" cos ts  of sha red se rvice  support departments . This  is

not a  one -time  expenditure  tha t was  capita lized in the  te s t yea r and then we  a re  a sking to

e xpe ns e  it in  the  future . S imply put, the s e  cos ts  will re cur ye a r a fte r ye a r a nd our

a djus tme nt only re fle cts  the  a mount of the  e xpe cte d future  cos ts  tha t will be  include d in

expense  based on our bes t information applied to his torica l te s t-yea r activity.
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The cost of these shared service departments is not directly traced on an individual capital

prob et basis. For example, when installing a new service, it is easy to identify the cost of

the meter, poles, wire and the hours a servicemen puts in to install it. But there are also

the costs associated with managing the servicemen, analyzing and processing the budget

for the new service, processing the payroll for the servicemen, for supporting the

software that tracks the materials, designs the service and maps where the service is

within the system. There are also the costs of unitizing the new asset and putting it into

the accounting system and numerous other support services that are an integral pM of the

capital expenditure process.

As I said above, these shared service groups cannot link their time directly to individual

capital projects, it is not practical or cost effective to even try. A normal and acceptable

alternative is to test and survey all of these groups periodically and find out how much of

their time is spent on any capital projects. Then tum that into a percentage of time that is

applied to the cost of each area. So if plant accounting spends 70% of their time dealing

A.
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with ca pita l proje cts , the n it follows  tha t 70% or the ir cos t should be  a lloca te d to ca pita l

proje cts  a nd 30% will go to e xpe nse . You the n do this  with a ll of the  support a re a s  a nd

come up with a  percentage  of tota l support cost to be  spread to capita l prob ects  as  a  credit

to  A&G.

In this  pa rticula r a djus tme nt the  Compa ny ha s  norma lize d the  cre dit to te s t-ye a r A&G to

re fle ct the  pe rce nta ge  curre ntly be ing a pplie d tha t is  ba se d on the  mos t re ce nt s tudy of

how much of thos e  type s  of cos t s hould be  ca pita lize d. The  propose d ca pita liza tion

percentage  is  wha t the  Company is  currently us ing in the  actua l accounting records  today.

Re ga rding Ms . Dia z Corte z cla im a bout double  re cove ry. As  I e xpla in a bove , we  a re

ta lking about the  cos t of support se rvice s . And a  ce rta in pe rcentage  of those  cos ts  we re

ca pita lize d in the  pa s t. Like  a ny pa s t inve s tme nt, tha t pe rce nta ge  is  prope rly include d in

pla nt in  s e rvice  or CWIP . The  re ma ining pe rce nta ge  wa s  e xpe ns e d a nd is  prope rly

re corde d in re ta ine d e a rnings . Howe ve r, we  us e  a  h is torica l te s t ye a r to  s e t ra te s

"pros pe ctive ly" a nd we  the re fore  a djus t te s t-ye a r a ctivity to re fle ct fixe d, known a nd

measurable  changes  representing activity tha t will recur when the  new ra te s  a re  in e ffect.

Thus  it is  appropria te  to re flect tha t change  in the  cos t of se rvice  be ing es tablished in this

ca s e . The re  is  no double  re cove ry, be ca us e  the s e  a re  re curring cos ts . The s e  s upport

se rvices  will be  there  when these  ra tes  a re  in e ffect and our adjustment accura te ly re flects

how those  expenses  will be  collected in the  future .
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Fina lly, I would note  tha t S ta ff did not cha lle nge  the  Compa ny's  a djus tme nt for A&G

Ca pita liza tion.
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E. CWIP  P rope rtv Ta xe s  (RUCO Inc ome  S ta te me n t Ad i. No  11).1

2

3

4

5

Q, Do you agree with Ms. Diaz Cortez's adjustment to reduce the Company's proposed

Property Tax adjustment for CWIP included in rate base?

No. The  a djus tme nt is  dire ctly a s s ocia te d with the  inclus ion of CWIP  in ra te  ba s e  a s  a

pla nt ite m. Mr. Ke nton C. Gra nt is  the  Compa ny's  witne s s  in support of the  inclus ion of

CWIP  in ra te  ba s e . Be ca us e  CWIP  s hould be  include d in ra te  ba s e , the  Compa ny's

property tax adjustment should not be  adjusted as  Ms. Diaz Cortez proposes .

F . Corporate Cost Allocations (RUCO Income Statement Adjustment 12).

Q. Do you agree with Ms. Diaz Cortez's adjustment to reduce Corporate Cost

Allocations?

A. P a rtia lly. Ms . Dia z Corte z is  propos ing the  e xclus ion of s ome  cos t tha t a  portion of

which wa s  a lloca te d to UNS  Ele ctric indire ctly from TEP . I dis a gre e  with the  portion of

he r a djus tme nt to  e xclude  a  pe rce nta ge  of cos t cha rge d to  UNS  Ele ctric for Me a ls ,

Ente rta inme nt a nd Tra ve l. The se  cos ts  a re  norma l a nd re curring cos t of doing bus ine ss

re la te d  to  bus ine s s  me e tings , compa ny-re quire d tra ve l a nd e mploye e  re cognition.

Howe ve r, be ca use  of the  imma te ria l ma gnitude  of the  a mount be ing e xclude d I a m not

going to a ttempt to address  which individua l meal is  a  business  expense  or not.
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But I comple te ly disa gre e  with the  portion of he r a djus tme nt re la te d to cos t a lloca te d to

UNS Ele ctric for ite ms  cha rge d to "Adve rtis ing ...

Of the  $92,410 tha t Ms. Diaz Cortez identified, I only agree  tha t $500 should be  excluded

- which wa s  pa id to the  Tucs on Me tropolita n Cha mbe r of Comme rce . The  re ma ining

amount is  re la ted to purchas ing the  domain name  UNS.com, the  prepa ra tion and printing

of the  UNS  a nnua l re port, ma te ria ls  for the  UNS  Boa rd of Dire ctors  a nd a  ca mpa ign to

Corpora te  Re la tions /Communica tions".

A.
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promote  winte r e fficie ncy. All of the s e  ite ms  we re  le gitima te  corpora te  e xpe nditure s

properly a lloca ted to the  companies  of UNS .

1

2

3

4

5

6

Accordingly, the  Company will re flect a  reduction of $1 ,823 in its  revised Corpora te  Cos t

Alloca tion a djus tme nt.

G. Valencia Turbine Fuel (RUCO Income Statement Adjustment 14).

Q- Do you agree with Ms. Diaz Cortez's adjustment to remove the Company's

adjustment for Valencia turbine fuel?

A. Ms . Dia z Corte z a ga in cla ims  tha t the  Compa ny would double  re cove r if the  Va le ncia

turbine  fue l a djus tme nt is  include d in the  Compa ny's  cos t of s e rvice . Ms . Dia z Corte z'

a rg u me n t is  p a rticu la rly co n fu s in g  b e ca u s e  u n d e r a n y o f th e  p ro p o s e d  P P FAC

me cha nis ms  the  ultima te  a ctua l cos t of providing e ne rgy to  the  cus tome rs  of UNS

Ele ctric is  a ll tha t will be  pa s s e d on to the  cus tome rs . The  Compa ny propos e s  tha t the

Va le ncia  fue l be  a dde d to te s t-ye a r e xpe nse  to more  a ccura te ly re fle ct the  ba se  cos t of

fue l, purcha s e d powe r a nd purcha s e d e ne rgy e xpe cte d going forwa rd. This  wa s  done

us ing  the  fixe d , known a nd  me a s ura b le  in forma tion  a va ila b le  a t the  time  of UNS

Ele ctric's  ra te  a pplica tion. We  know tha t in the  future  whe n the  P inna cle  We s t Ca pita l

Corpora tion contra ct e xpire s  tha t those  cos t will fluctua te  a nd mos t like ly incre a se , but

tha t is  the  bes t informa tion we  had a t the  time  of our filing.
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But, a s  I s a y a bove , tha t is  only s e tting the  ba s e  cos t, ultima te ly the  a ctua l cos t will go

into a  de fe rred regula tory account and the  cus tomers  will be  cha rged the  approved base

ra te  of fue l, purchased power and purchased transmission cost and any applicable  PPFAC

cha rge s  in the  future .

re cove ry.

The  ne t re s ult is  the  colle ction of a ctua l cos t, with no double
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H. Outside Services - Demand Side Management ("DSM") (RUCO Income
Statement Adjustment 21).

Q- Do you  a gre e  with  Ms . Dia z Corte z 's  a d jus tme nt to  re move  te s t ye a r e xpe ns e  for

outs ide services - DS M?

P a rtia lly. Ms . Dia z Corte z is  s ugge s ting the  re mova l of $49,920 in te s t-ye a r e xpe ns e

re la te d  to  DS M a ctivity. I do  a gre e  tha t it s hould  be  re move d a s  the  Compa ny is

propos ing to re cove r it s e pa ra te ly through a  DS M cha rge . Howe ve r, $32,865 of the

$49,920 wa s  a lre a dy include d in the  Compa ny's  DS M a nd Re ne wa ble s  a djus tme nt. S o

the  additiona l amount tha t should be  e limina ted is  $17,055 tha t was  inadve rtently missed

in the  prepa ra tion of the  Company's  origina l adjus tment.

R E B UTTAL TO  R UC O WITNE S S  RO DNE Y L.  MO O RE .

A. Pension and Benefits (RUCO Income Statement Adjustment 2).

Do you agree with Mr. Moore's adjustment to employee benefits?

No. These  are  normal and recurring business  expenses and should not be  removed.

B. Worker's Compensation (RUCO Income Statement Adjustment 3).

Do you agree with Mr. Moore's adjustment to Worker's Compensation?
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I a gre e  tha t we  should use  a ccrua l ba se d a ccounting tre a tme nt for the  cos t of worke r's

compe nsa tion to be  re cove re d. Howe ve r, I ha ve  pre vious ly a cce pte d S ta ff's  a djus tme nt

tha t is ba se d on a thre e  ye a r a ve ra ge  of the  a ccrua l ba se d e xpe nse  a nd do not a cce pt

RUCO's  a ctua l adjus tment.
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c. Incentive Compensation (RUCO Income Statement Adjustment 4).

Q- Do you agree with Mr. Moore's adjustment to Incentive Compensation?

A. No, I do  not.

Q- Can you summarize Mr. Moore's reasoning for excluding Incentive Compensation?

Yes . Mr. Moore  a rgues  tha t the  goa ls  and objectives  of the  2004 and 2005 PEP program

we re  de s igne d to provide  a  gre a te r be ne fit to s tocldiolde rs , tha t the  2005 pa yout wa s

based on an a rbitra ry decis ion made  by the  Boa rd, tha t the  2005 award is  non-recun*ing

a nd tha t he  be lie ve s  the  progra m is  discrimina tory a nd only a pplie s  to a  s e le ct group of

non-union employees . He  a lso ignores  the  fact tha t the  te s t yea r ends  on June  30, 2006.

So with actua l te s t-year activity and with accrua l accounting the  tes t-year expense  re flects

50% of the  2005 program and 50% of the  2006 program expense .
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Q, Do you agree with any of the assertions that Mr. Moore makes concerning the

Company's PEP plan?

No, for s e ve ra l re a s ons . Firs t, a s  I dis cus s e d e a rlie r in re butting Mr. S mith's  te s timony

on P EP , be lie ve  tha t the  progra m a ctua lly sa ve s  the  cus tome rs  mone y in multiple  wa ys

even before  the  goals  and obi ectives of the  plan are  taken into account. Second, the  goals

a nd obje ctive s  of the  curre nt pla n a re  he a vily we ighte d to the  be ne fit of the  cus tome rs .

Third, the  tota l employee  compensa tion is  re a sonable  and ne ithe r RUCO nor S ta ff s ta te

othe rwise , be ca use  P EP  is  pa rt of e mploye e  compe nsa tion, e limina ting or re ducing the

le ve l of e xpe ns e  is  unre a s ona ble  a nd a rbitra ry. Furthe rmore , UNS  Ele ctric's  fina ncia l

pe rfonna nce  goa ls  a ls o s trongly be ne fit cus tome rs . I do not be lie ve  tha t s ha re holde rs

reap some additiona l benefit be tween ra te  cases  when opera ting costs  a re  reduced be low

budge t le ve ls  tha t e xce e d the  le ve ls  a pprove d in the  mos t re ce nt ra te  ca se . Mr. Moore

provide s  no e vide nce  to s upport his  s ugge s tion. The  curre nt P EP  pla n is  known a nd

A.

A.
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me a sura ble  a nd is  wha t should be  the  ba s is  for e va lua tion. Fourth, the  2005 a wa rd wa s

not a n a rbitra ry award approved by the  Board, but was  based on the  remaining goa ls  and

objective s  of the  2005 PEP tha t we re  achieved and not re la ted to financia l pe rformance .

Th e  fin a n c ia l g o a l wa s  mis s e d  p rima rily a s  a  re s u lt o f a n  u n p la n n e d  o u ta g e  a t

Springe rville . This  a wa rd wa s  pa id to re a l e mploye e s  a nd wa s  ba se d on re a l e fforts  a nd

rea l re sults  they achieved. Fina lly, the  program applie s  to "a ll" non-union employees , not

jus t managers  or executives . The  employees  provide  direct benefits  to cus tomers  in te rms

of ensuring a  high leve l of se rvice , re liability and sa fe ty.

D. Rate Case Expense (RUCO Income Statement Adjustment 5).

Q- Do you agree with Mr. Moore's adjustment to rate case expense?

A. No, Mr. Moore 's  pos ition  is  s imila r to  S ta ff's  pos ition . I s trongly d is a gre e  with  Mr.

Moore  on the  s a me  grounds  a s  dis cus s e d e a rlie r whe n I re butte d Mr. S mith 's  Dire ct

Te s timony.

E. Postage Expense (RUCO Income Statement Adjustment 8).
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Q, Do you agree with Mr. Moore's adjustment to postage expense?

22

23

24

25

26

27

No. Mr. Moore  ta ke s  te s t ye a r a ctivity a nd a djus ts  for re ce nt pos ta l ra te  incre a s e s  a nd

the n ca lcula te s  a  te s t ye a r cos t pe r a ve ra ge  cus tome r. He  the n a pplie s  tha t ra te  to

RUCO's  annua lized average  number of customers  to come up with an annualized postage

expense . This  can be  a  fa ir approach if cos ts  within the  te s t yea r a re  indica tive  of nonna

a c tivity a n d  s ta b le ,  h o we ve r p o s ta g e  e xp e n s e  fo r UNS  E le c tric  h a s  flu c tu a te d

s ignifica ntly.

A.
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The  Compa ny's  a djus tme nt a nd S ta ff's  re vis ion to tha t a re  ba s e d upon looking a t the

ave rage  his torica l cos t. Which is  a  rea sonable  approach in s itua tions  were  cos t fluctua te

s ignifica ntly. In the  ca s e  of pos ta ge  e xpe ns e , e ve n though the  ra te s  a re  continua lly

increa s ing, we  a lso see  the  cos t pe r cus tomer bill fluctua te  fa irly s ignificantly from month

to month. This  is  prima rily a  re s ult of non-bill ite ms , like  infonna tiona l a nd e duca tiona l

ma te ria ls  a s  we ll a s  norma l bus ine s s  pos ta ge . Tha t is  why I be lie ve  the  Compa ny's

adjus tment revised by S ta ff is  the  more  appropria te  adjus tment.

F . SERP (RUCO Income Statement Adjustment 16).

Q- Do you agree with Mr. Moore's adjustment for SERP?

No, Mr. Moore 's  pos ition  is  s imila r to  S ta ffs  pos ition . I s trong ly d is a gre e  with  Mr.

Moore  on the  s a me  grounds  a s  dis cus s e d e a rlie r whe n I re butte d Mr. S mith 's  Dire ct

Te s timony.

G. Unnecessaw Expenses (RUCO Income Statement Adjustment 17).

Q-

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A.

Do you agree  with  Mr. Moore 's  adjus tment for Unneces s a ry Expens es ?

Not e ntire ly. The re  a re  $10,013 of cos t within Mr. Moore 's  lis t tha t the  Compa ny ha d

pre vious ly a gre e d  with  RUCO s hould  be  re move d from re ve nue  re quire me nts  in  a

re s pons e  to da ta  re que s ts  from Mr. Moore . Howe ve r, the  va s t ma jority of Mr. Moore 's

e xclude d ite ms  a re  norma l bus ine ss  e xpe nse s  a nd should not be  e xclude d from cos t of

se rvice . The  Company's  witne ss  Thomas  J . Fe rry discusse s  the  rema ining expenditure s

Mr. Moore  s e e ks  to  e xclude  a s  "Ina ppropria te " a nd  "Unne ce s s a ry' in  h is  Re butta l

Te s timony.

23

24

25

26

27

A.

30



H. Maintenance of Overhead Lines (RUCO Income Statement Adjustment 18).

Q- Do you agree with Mr. Moore's adjustment to test year overhead line maintenance

A.

expense?

No. This  a ppe a rs  to be  a  mis -unde rs ta nding of the  informa tion provide d to Mr. Moore .

He  us e d a  four-ye a r a ve ra ge  to  ca lcula te  a  norma lize d ove rhe a d line  ma inte na nce

e xpe nse . The  ma jor fla w with tha t a pproa ch is  tha t the  2003 informa tion is  for a  pa rtia l

ye a r. In fa ct, from 2004 to 2006 (the  firs t thre e  full ye a rs  of ope ra tion for UNS  Ele chic)

the  Ove rhe a d Line  Expe ns e  a ve ra ge d a bout $1.054 million pe r ye a r. Ta king tha t into

cons ide ra tion, the  te s t-yea r activity is  in line  with expected leve ls .

1 . Non-Recurring/Atvpical Expenses (RUCO Income Statement Adjustment

20).

Q, Do you agree with Mr. Moore's adjustment for Non-Recurring/Atypical Expenses?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A. No, I do not. Mr. Moore  is  e xcluding ce rta in s pe cific tra ining cos ts  tha t we re  incurre d

during the  te s t-ye a r a s  non-re curring. Mr. Fe rry will provide  more  de ta il on this  is sue  in

his  Re butta l Te s timony. But the  Compa ny is  highly re gula te d, growing tre me ndous ly

a nd continua lly a dding ne w e mploye e s . S o tra ining is  a lwa ys  on-going a nd is  re quire d

re gula rly for ma ny Compa ny e mploye e s . Tra in ing  cos ts  will ve ry like ly continue  to

incre a se  for the  fore se e a ble  future  a nd re moving a ny of the se  cos ts  from the  te s t ye a r

would not be  appropria te .

Q- Does that conclude your Rebuttal Testimony?

23

24

25

26

27

Ye s .A.
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Exhibit DJD-2

UNS ELECTRIC, INC.

FERC 925 ¢ INSURANCE EXPENSE

Test Year

me 5/30/07 Tue 6/30/05 THE 12/31/418 THE 12/31/05 me 12/31/04

General Liability Insurance $169,176 $156,480 $163,380 $149,504 5143,454

Test Year increase over 2004 9%

Calender year 2006 increase over test year 4%

Officers s. Directors Insurance $118,539 $106.353 5109,089 $82,128 $25,594

TestYear increase over 2004 300%

Page 1 of 1 8/13/2007 1:25 PM
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UNS Electric, inc
TEST YEAR ENDING JUNE 30, 2006

Total payroll
3,057,068

UNSE %
8.86%

Actua!
Allocated

/charged to
270,856TEP A8~G Labor indirectly allocated to UNSE

TEP A&G Labor directly charged 100% 1,819,329

All TEP A8¢G Labor

1,819,330

44,1967747 0.00% 0

Amount that would have been allocated to UNSE if
Mass Formula was applied on Total TEP A&G Payroll 49,073,145 8.86% 4,347,881

Difference: 2,257,695
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UNS  ELECTRIC, INC.' s  RES P ONS ES  TO
S TAFF'S  ELEVENTH S ET OF DATA REQUES TS

DOCKET n o . E -04204A-06-0783
J une  14, 2007

S TF 11 .11

a.

b.

EEl dues. Refer to the response to STF 3.73 .

Please state exactly what EEl did during the test year to represent
the interests of its members in "advocating equitable policies in
legislative and regulatory arenas."

Please provide a complete copy of the EEl invoices for 2005 and
2006.

c.

d.

e.

f.

g.

Please state exactly what advocacy activities before Congress and
government agencies EEl engaged in during the test year.

Provide a complete copy of the documents that UNS Electric used
to determine the lobbying and advocacy portion of the EEl dues.

Please explain fully why UNS Electric does not maintain any
descriptive material concerning the activities of EEl.

Has UNS Electric or its affiliates ever performed an evaluation of
whether its ratepayers are receiving a benefit from the EEl
membership that is commensurate will the cost? If not, explain
fully why not. If so, please provide the analysis. Include any
supporting documentation relied upon.

During the test year, did UNS Electric make any payments to EEl
for anything other than basic dues? If so, please identify, quantify
and explain all such payments and show the amounts by account.

RE S P ONS E : a., c. EEl represents industry positions on North American Electric
Reliability Corporation ("NERC") and Federal Energy Regulatory
Commission ("FERC') activities related to the Electric Reliability
Organization legislation. It also lobbies for carve-outs for
integrated resource planning to allow the transmission and
generation sides of the company to discuss serving native load,
provides information and representation on chief compliance
officer issues, environmental disclosure, FERC standards of
conduct program and issues and clean water issues. UNS Electric
uses the EEl Standards of Conduct training for its compliance with
FERC standards of conduct.

EEl sponsors an Annual Chief Executive Officer meeting to
review the critical issues facing the industry. EEl sponsors the
Annual Government Affairs meeting to review critical issues
facing the industry that would result in Congressional legislation.
EEl sponsors annual Low-Income Customers Best Practices



UNS  ELECTRIC, INC.'s  RES P ONS ES  TO
S TAFF'S  ELEVENTH S ET OF DATA REQUES TS

DOCKET no . E-04204A-06-0783
J une 14, 2007

meeting reviews efforts to better assist Low-Income customers.
Washington Representatives (a working group of company
lobbyists) was hosted by EEl weekly to discuss Congressional
issues and tactics.

EEl policy committees are populated by members and cover many
critical industry topics, such as energy delivery, suety, accounting,
finance, labor relations and the environment.

The EEl Information Center is available to members to help
identify EEl staff resources and resource materials covering critical
industry subj ects. The EEl Internet Workroom is available to
members to share and gather information about critical industry
subjects. The Daily Energy News, a daily e-mail of industry
related news clips, is also available to members.

EEl was instrumental in getting Fleet language in the 2005
Highway and Energy bill. The Highway bill allows for an
exemption for utility workers for the number of hours they can
drive commercial motor vehicles. This exemption is critical in that
it allows utility workers to work the hours necessary to restore
service during storm season and other emergencies. Additionally,
EEl was successful in inserting Fleet language into the Energy bill
that allowed for more fiendbility for Energy Policy Act of 2005
Compliance. The compliance now allows for flex fuel vehicles
and for vehicles used for emergency restoration. Fleet Services
also regularly participates in EEl-sponsored functions, surveys and
initiatives regarding fleet management and odder regtdatory issues.

EEl was extensively involved in the interpretation and
development of policies related to the Energy Policy Act of 2005,
including the development of the Electric Reliability Organization
("ERO"), the delegation agreements related to the ERO and the
interpretation and implementation of FERC Standards of Conduct.
EEl has taken positions on the need for corridors for transmission
and for the need for provisions to allow transmission providers
opportunities to discuss native load issues without violating
standards of conduct.

EEl actively coordinated efforts to address industry-related
legislation in Congress. This included daily e~mai1s to EEl
members regarding dray legislation, proposed amendments to
legislation, analysis of legislation and amendments, committee and



UNS  ELECTRIC, INC.'s  RES P ONS ES  TO
S TAFF'S  ELEVENTH S ET OF DATA REQUES TS

DOCKET no . E-04204A-06-0783
J une 14, 2007

floor schedules, fact sheets about proposed legislation and calls to
action (letters and e-mails) targeting specific members of
Congress. Specific examples of activity related to legislation
include the following:

HR 3 - Hours of Service, exempted utility service workers
from hours of service limits as noted above,

HR6 - Energy Policy Act 2005, addressed Reliability,
Transmission siring, Transmission technology, solar
incentives and Low income assistance among many other
Issues,

HR 6111 - Extended expiring Tax Credits for Renewables
provisions of the Internal Revenue Code;

S2320 - Home Energy Assistance Act program FY06,
Additional funds for low income home energy assistance,
and

S467 - Extended Terrorism Risk Insurance.

Please see STF 11.11 (a & c), Bates Nos. UNSE(0783)08921 to
UNSE(0783)08922, on the enclosed CD for a list of EEl
environmental advocacy activities.

b. Please see STF 11.11 (b), Bates Nos. UNSE(0783)08923 to
UNSE(0783)08931, on the enclosed CD for copies of EEl invoices
for 2005 and 2006.

d. Please see Bates No. UNSE(0783)02162, provided in response to
RUCO Data Request 1.10 for the document that UNS Electric used
to determine the lobbying and advocacy portion of the EEl dues.
This document is part of the pro forma adjustment to operating
expense for membership dues.

e. Information about EEl activities is available on the EEl website, so
it is not necessary for UNS Electric to maintain descriptive
material concerning the activities of EEl.. This information is
copyrighted and available to EEl the members via a password-
protected login.

f. Neither UNS Electric nor its affiliates have performed a study or
evaluation but UNS Electric believes its ratepayers are receiving a



UNS  ELECTRIC, INC.'s  RES P ONS ES  TO
S TAFF'S  ELEVENTH S ET OF DATA REQUES TS
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benefit from the EEl membership that is commensurate with the
cost.

UNS Electric did not make any payments to EEl for anything other
than basic dues during the test year.

RES P ONDENT: Edmond Beck, Gary Kelly, David Thomas, Lawrence Lutero and Je ffiey
Yockey (a, c, e, f and g)
Mina Brings and Janet Zaidenberg-Schrum (b and d)

WITNESS: Tom Ferry and Dallas Dukes

g.



UNS  ELECTRIC, INC. _ S TF 11.11a  & 1l.11c
EEl ADVOCACY _ ENVIRONMENTAL IS S UES

P REP ARED BY:  J .  YOCKEY (ENVIRONMENTAL S ERVICES )

Regulatorv

03/29/2006 - Technical Comments on EPA's Greenhouse Gas Inventory. 1990-2004 IE-
EEI technical comments on EPA's "Draft Inventory of U.S. Greenhouse Gas Emissions and
Sinks: 1990-2004," submitted in response to EPA's request for consideration in preparing a
finalized version (71 Fed. Reg. 9821, February 27, 2006).

01/13/2006 - Technical Comments on EPA's "Draft Inventory of Greenhouse Gas
Emissions and Sinks: 1990-2004" Url- EEI technical comments on EPA's "Draft Inventory
of U.S. Greenhouse Gas Emissions and Sinks: 1990-2004," submitted in response to EPA's
request, for consideration in preparing a revised draft prior to the "public review process"
planned for "early February."

12/19/2005 - EEl's 12/19/05 Comments on EPA Reconsideration of Final Mercurv Rules
((Docket ID NO. OAR-2002-0056)) IM- EEIComments onRevision of December 2000
Regulatory Finding on the Emissions of Hazardous Air Pollutants From electric Utility
Steam Generating Units and the Removal of Coal- and Oil-Fired Electric Utility Steam
Generating Units From die Section 1 l2(c) List: Reconsideration and Standards of
Performance for New and Existing Stationary Sources: Electric Utility Steam Generating
Units, Reconsideration

11/17/2005 Testimony at Public Hearing on Reconsideration of Final Mercury Rules 1él
- Testimony of Michael Rossler, EEl, at public hearing in Research Triangle Park, NC, on
reconsideration of final clean air interstate and mercuryrules (CAIR and CAMR).

02/17/2006 - Comments on EPA's NSR Emissions Test Proposal 18 EEl comments on
EPA's emissions test proposal for the prevention of significant deterioration, non-attaimnent
new source review (NSR), and new source performance standards for electric generating
units (EGUs) (Docket No. OAR-2005-0163).

12/09/2005 - Statement at EPA Public Hearing on Emissions Test for Electric Generating
Units El- Statement Of Steve Lomax, EEl, at December 9, 2005 EPA public hearing in
Research Triangle Park,NC, on prevention of significant deterioration, non-attaimnent new
source review, and new source performance standards: emissions test for electric generating
units (Docket No. OAR-2005-0163).

04/17/2006 - EEl Comments on Proposed "National Ambient Air Qualitv Standards for
Particulate Matter" ;rEl. EEl comments on EPA's proposed rule, "National Ambient Air
Quality Standards for Particulate Matter" (71 Federal Register 2620, January 17, 2006;
Docket ID No. EPA-HQ-OAR-200 l -0017)_

04/17/2006 - Industry Coalition Comments on Proposed "National Ambient Air Qualify
Standards for Particulate Matter" lél- Comments of a coalition of 19 industry trade
associations, including EEl, on EPA's proposed rule, "National Ambient Air Quality

Page l off
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Standards for Particulate Matter" (71 Federal Register 2620, January 17, 2006; Docket ID
No. EPA-HQ-OAR-2001 ~00l7)-

03/08/2006 - Statement on EPA's National Ambient Air Quality Standards for Particulate
Matter Proposed Rule .8i- EEI statement at concurrently held field hearings in Chicago,
Philadelphia and San Francisco, on EPA's "National Ambient Air Quality Standards for
Particulate Matter" proposed rule (71 Federal Register pages 2620-2708, January 17, 2006).

Climate Change Science Program

06/28/2006 - Comments on IPCC Fourth Assessment Report (WGII-AR4) 83- EBI
comments on the Intergovernmental Panel on Climate Change (IPCC) second-order draft
(SOD) of the Working Group ITs contribution to the Fourth Assessment Report (WGII-
AR4) (71 Fed. Reg. 30469, May 26, 2006).

05/12/2006 - Comments on CCSP Draft Prospectus 3.3 on Climate Extremes El- EEI
comments on Draft Prospectus for Synthesis and Assessment Product 3.3 "Climate
Extremes: Analysis of the Observed Changes and Variations and Prospects for the Future"
(71 Fed. Reg. 18726, April 12, 2006).

05/09/2006 - Comments on IPCC Fourth Assessment Report on Climate Change 2007 IH
- EEl comments on time Working Group 1 "Second Order Draft" of the Intergovernmental
Panel on Climate Change (IPCC) Fourth Assessment Report, "Climate Change 2007: The
Physical Science Basis," (71 Fed. Reg. 17942, April 7, 2006).

11/02/2005 - Comments on Climate Chanlze Technolozv Program Draft Strategic Plan18
- EEl Comments on the Department of Energy's (DOE) "U.S. Climate Change
Technology Program DraR Strategic Plan" (CCTP) in order "to improve and strengthen
the Plan."

Legis lative

l 04/04/2006 - Senate Climate Conference Testimonv El Oral testimony of Michael G.
Morris, president and CEO of American Electric Power, on behadfof EEl before the Senate
Committee on Energy and Natural Resources Climate Conference on creating a program to
control U.S. greenhouse gas emissions.

02/06/2006 - Comments on House Committee on Resources NEPA Task Force
Recommendations 18- EEl comments on the Initial Findings and Drati Recommendations
of the House Committee on Resources Task Forces on Improving and Updating the National
Environmental Policy Act (NEPA).

Page 2 of 2
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ADJUSTMENT NAME: Membership Dues Expense

ADJUSTMENT TO' Income Statement

DATE SUBMITTED: September 21 , 2006

P REP ARED BY: Janet Zaidenberg-Schrum

CHECKED BY: Dallas Dukes .a
L . )

REVIEWED BY'

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

1

930.2 Miscellaneous General Expenses $2,000

$9 s2,ooo

UNS ELECTRIC, INC.

INCOME STATEMENT PRO FORMA ADJUSTMENT

TEST YEAR ENDED JUNE 30, 2005

I

in

ENTRY TOTAL

:
II Reason for Adjustment

To reduce corporate membershipdues expense for EEl by the estimated percentage

of the dues usedfor legislative advocacyexpense (lobbying activities).

r

1

i

9/21/2006 5:19 PM

UNSE(0783)02157 1

1



r"

Expense to Exclude

Percentage for Legislative Advocacy

Total EEl Membership Dues Paid

UNS Electric, Inc.

EEl Membership Dues

for Test Year Ended June so, 2006

$10,000

$2,000

20.00% Sq

as

. F
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a

I

I
l
I
I
I
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E
g

9/21/2006 5:19 PM
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Project Task Expenditure
Type

Expenditure Org
(Cost Center) Amount

UNSE050 ~E5B6930 251 s12 10,000 c
c;f<>OD' :fl 0

Account Alias or GIL Account Stream - If applicable Amount

Voucher Request for Check, EFT or Wire Transfer .) i
I

4"
COMPANY SELECTIDN: (Check a box)

Millennium Energy Holdings (MEHC)
Millennium Environ Group (MEG)
[]Tucson Electric Power (TEP)
[Jenner ($s>¢¢if>f)

[]Unisource Energy Corporation (UNS)
EUNS Electric (UNE)
[]ans Gas (UNG)

AMOUNT: $101000

VENDOR#:

DUE DATE: Feb 11 2006 lNVOlGE#: 1-000658292

PAY To THE ORDER OF: Edison Electric Institute ,

ADDRESS: 701 Pennsylvania AveNue, NW

CITYISTATE/ZIP: Washington DC

EXPLANATiONlBUSlNESS PURPOSE' mambuship Do -umE

20904

U Mail Check
8 Return check to: WlBE TRANQFER Mail stop: Ext. 0

Requested by If-'lease pane: Benjamin Modern Signature

For Immediate Pay Only: - this voucher must be manually op

Approved by (Please prank): Kevin Larson Signature'

~'14p"?4> 4 > ____Date 1/12/zoos

4.

s
Mg 1/12/2006

I
I FQR WIRE TRAN$FEB$ QNLY: Vendors bank routing information must be supported wlzh a letter form the vendor or the bank

routing information must beon the vendors' invoice.

Bank Name: wA¢t1QvtA BANK, N.A.
ABA (routing number) 0548Q1220 Account 2000013842897

MATERIALS >$ 2\500. need Procurement aContracts Dept Approval.

Apvd. by
Pins! FHM) Slguatunr Data

l

3 ACCOUNTING lnFoRmATlo~:
\

I

Note: Projects can not start with an XandExpenditureTypes cannot start with a 9. 11 you need accounting information, contact
Mba Young in Financial AecouMing at7453164, Amber will provide you with the informationto put in the following box:

Form 5015 rev. 11/04 .
0W'10-06P1'>~"4 VS
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701 Fnnnsywama Avenue. n.w
Wasllin¢0n_ 0 c 2000+269s
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fa292-50B»5W2
Call PN0l18202-2as-s44r
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EDISON ELECTRIC
INSTITUTE

PA1n1c o. Oxamsv
CFU, Treasurer

Jo be. 2006

Dear Committee Members:

We have eolnpluteld the calculation d EEl'l actual eaqaenditulu relating to
lnfluonclng legislation for calendar year 2005. A total d 19.4% d our lsqulur dues.
89.5%o1lho azleeamamfor tl1eSFAlorlndustryStlucture.and 100%¢flh6
aasasamont for the SFA for Enviaonmslnt won Wow to non-deductible activities in
2005. In axldlion, the Utility Sold Orazio Adlvldes Group ('USWAG') euqucndid 9.9% of
tholr2005dues onnon-deduclbloncllviles. Tluesepoleentagss mayalfoctthoexaemto
whlch your2005 EEI dussandSFAplym¢l\t¢qudlfyuadcduullblibuslntnsutmmso.

These ecuzalfiguree dltter hummeeedleredimatee ccntalned lnyourduee
invoice and our letter dated .My 15, 2006 which estimated that non-deductible
eurpendituree would be 26% for regular dues. 70% for the assessment for the SFA for
lndushy Structure, 100% for Ervvlmnment, and 10% lot USWAG for the calendar year
2005.

EE! is eduwna its estimate for non-dodudiblo leglslativs advocacy expenses for
calendar year 2006 for Regular Dues and the industry Structure SFA. However. ploaae
note that our current esdmlw for sud:
10% for USWAG. The actual
bY mla-2007.
actual flgunau is P°*°~l<l*°¢ blow.

aoqaonuala 100%for tho EnvlronmontSFAand
psrceniaga¢fora\lsnda»ryear2006wllbcplwldedtoyou

Foryoureonvanlenoa.adwartwilhodglnsdeustianamsa.rovisedtiquresand

8ummlnyof20u6lnd2008EctImlt1d,R¢vl=ndu1d Actual Puoontllgu

amammmn

25.0%
10.on%

odunuenanmnnwmuwean
llvilldldllilh-JDly2008
A»=uu~vFI¢»¢l 19.4%

8'P°"*°'Y Funded Actlviliu (SFA\

1n¢»uy
sum: uaazaa

70.0%
70.0% 1oo.o%
89.5% 100.0%

26.0% 7o.0%
. 01 40.0% 100.0% 10.0%

PloasodonatheehatotocallEdMl!adat(202)508-5480ormeiiyouhavoany
queeuons.

Odglnulllllmdlnonduoolnvoloo
nmauewmnn-Juayaoa

Slnoerdy,

MQ, -
4*

Regndu
.lhcuvllln

unsE(0783)021b?3



Re bu tta l Te s tim ony
o f

Mic h a e l J .
De Co n c in i



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

5

6

7

8

9

1 0

11

12

IN THE MATTER OF THE APPLICATION OF > DOCKET NO. E-04204A-06-0783
UNS ELECTRIC, INC. FOR THE )
ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERTIES OF UNS ELECTRIC, INC. )
DEVOTED TO ITS OPERATIONS )
THROUGHOUT THE STATE OF ARIZONA AND )
REQUEST FOR APPROVAL OF RELATED )
FINANCING. )

1 3

1 4

1 5 Rebutta l Tes timony of

1 6

1 7 Michael J.  DeConcini

1 8

1 9 on Be ha lf of

20

21 UNS  Ele ctric, Inc.

22

23 Augus t 14, 2007

24

25

26

27



TABLE OF CONTENTS

Introduction..

Rate Treatment for Black Mountain Generating Station ..

Purchased Power And Fuel Adjustment Clause ..

Conclusion . .18

1

2
3 1.

4 II.

5 111.

6 IV.

7

8 EXHIBITS

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Exhibit MJD-3 :
Exhibit MJD-4:
Exhibit MJD-5 :

UNS Electn'c PPFAC Plan of Administration
UNS Electric PPFAC Year Timeline
Palo Verde Prices

.7

.2

.1

i



I. INTRODUCTION.

Q- Please state your name and business address.

My name is Michael J.  DeConcini.  My business address is One South Church Avenue,

Tucson, Arizona 85701 .

Q- By whom are you employed and in what capacity?

I  am Senior  Vice President  and Chief Opera t ing Office for  both UniSource Energy

Corporation ("UniSource Energy") and Tucson Electric Power Company ("TEP"). I am a

Director for UNS Electric, Inc. ("UNS Electric" or "Company").

Q- What areas will you be discussing in your Rebuttal Testimony?

In my Rebuttal Testimony, I discuss:

Staff and RUCO's Direct  Test imony regarding the Company's  proposed ra te

treatment of the Black Mountain Generating Station ("BMGS"),

Staff and RUCO's Direct Testimony on the Company's proposed changes to its

current Purchased Power and Fuel Adjustment Clause ("PPFAC"), and

In response to recommendations,  UNS Electr ic's new proposed PPFAC that is

modeled on Staffs proposal in the recent APS rate case.

Q: Please summarize your Rebuttal Testimony.
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A: First, the Company believes acquiring BMGS is necessary and in the best interest of the

Company and its  customers,  thereby making its  proposed ra te t rea tment  for  BMGS

reasonable and appropriate.

Second, based on Staffs Direct Testimony in this case, the recent Commission decision in

the APS rate case (Decision No. 69663 (June 28, 2007)) and the PPFAC mechanism that

A.

A.

A.
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TEP re ce ntly file d in Docke t No. E-01933A-07-0402, the  Compa ny is  propos ing to modify

the  P P FAC it propos e d in its  Dire ct Te s timony. Es s e ntia lly, the  Compa ny's  ne w P P FAC

is  the  s a me  P owe r S upp ly Adjus to r ("P S A") tha t S ta ff p ropos e d  fo r AP S , with  the

e xce ption of a  Tra ns ition Compone nt, a nd is  virtua lly the  s a me  me cha nis m tha t wa s

recently filed in TEP 's  ra te  ca se .

11. RATE TREATMENT OF BLACKMOUNTAIN GENERATING STATION.

Q. Please summarize the Company's requested rate treatment for BMGS.

UNS  Ele ctric is  re que s ting tha t BMGS  be  include d in its  ra te  ba se  e ffe ctive  a s  of June  1,

2008 whe n the  P inna cle  We s t Ca pita l Corpora tion ("P WCC") P owe r S upply Agre e me nt

e xpire s . Spe cifica lly, the  Compa ny is  re que s ting a  pos t-te s t-ye a r a djus tme nt to ra te  ba se

and a  corresponding reclass ifica tion of ra tes  to be  e ffective  June  l, 2008 as  described in the

Direct Tes timonie s  of Kevin P . La rson, Da lla s  J . Dukes  and D. Bentley Erdwurm.

Q- Please summarize RUCO's Direct Testimony on the Company's requested treatment

for BMGS?

In  s hort, RUCO oppos e s  UNS  Ele ctnlc 's  propos e d ra te  tre a tme nt for BMGS  e ntire ly.

Ins te a d , RUCO s ugge s ts  tha t UNS  Ele ctric  e n te r in to  a  s hort-te nn  purcha s e  powe r

a gre e me nt ("P P A") for powe r from the  fa cility.

Q, What is  the  bas is  of RUCO's  oppos ition?
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S imply pu t, RUCO d is a gre e s  with  the  p ropos a l be ca us e  it is  con tra ry to  h is to rica l

ra te ma king principle s  a nd tre a tme nts . Furthe r, RUCO witne s s  Ma ryle e  Dia z Corte z ha s

concerns  re la ting to prudence  review and re la ted party transactions .
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Q- Wh y d o  yo u  d is a g re e  with  RUCO's  p o s it io n ?

Th e  C o m p a n y is  p ro p o s in g  u n iq u e  tre a tm e n t fo r BMG S  b e c a u s e  th e  C o m p a n y is  in  a

unique  s itua tion to  a cquire  a  90-m e ga wa tt fa c ility tha t ca n s ignifica ntly im prove  its  powe r

p o r t fo lio  a t  a  t im e  wh e n  it  n e e d s  to  re p la c e  th e  e x p ir in g  P W C C  fu ll re q u ire m e n ts

pu rc ha s e d  powe r a g re e m e n t.  Ta king  a dva n ta ge  o f th is  opportun ity re qu ire s  a  c re a tive

a p p ro a c h  s o  th a t  th e  C o m p a n y a n d  c u s to m e rs  c a n  b e n e fit  o v e r  th e  lo n g -te rm .  It  is

im porta nt to  note  tha t UNS  Ele c tric  is  e s s e ntia lly s ta rting from  s cra tch to  build  a  portfolio

of contra cts  a nd ge ne ra ting a s s e ts  to s upply its  loa d a nd tha t BMGS  is  a  ke y compone nt in

th is  p la n .  But RUC() s e e m s  willing  to  d is m is s  th is  opportunity due  s ole ly to  pa s t pra c tice

founde d in com ple te ly diffe re nt c ircum s ta nce s . Mr. La rs on dis cus s e s  the  fina ncia l be ne fits

to UNS  Ele ctric  if its  propos a l re ga rding BMGS  is  a pprove d, a s  we ll a s  counte ring s om e  of

RUCO 's  a rgum e n ts . I wo u ld  like  to  fu rth e r a d d re s s  R UC O 's  p ru d e n c e  c o n c e rn s  a n d

re la te d pa rty conce rns .

Q, What are RUCO's prudence and related party concerns?

A. Ms . Dia z Corte z .....in he r Dire ct Te s timony on page  7 a t line s  13 though 16 - s ta te s tha t

"[f]urthe r, the  propos e d tra ns a ction is  a  re la te d pa rty tra ns a ction which re quire s  a  high

le ve l of s crutiny to insure  the re  a re  no re la te d pa rty a buse s , a nd tha t it is  e quiva le nt to a

tra nsa ction tha t would ha ppe n a t a n a rm's  le ngth." La te r in he r Dire ct Te s timony, a t pa ge

8 a t line s  8  through 10, Ms . Dia z Corte z s ta te s  "[f]urthe r, RUCO ha s  conce rns  tha t

premature  ra te  base  approva l of this  proposed a sse t might a ffect any future  de te rmina tion

of prude nce ."

Q- Why are these misplaced concerns?
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A. This  case  is  the  correct time  and place  to both de te rmine  the  economic prudence  of BMGS

a nd a lla y a ny conce rns  re la ting to re la te d pa rty tra nsa ctions  be ca use  the  Compa ny mus t

ha ve  the  a bility to a cquire  BMGS . It ca nnot do so without the  Commiss ion a pproving the

A.
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e vide nce  UNS  Ele ctric  pu t fo rth

e co n o mics  o f UNS  E le c tric  a cq u irin g  BMGS  re la tive  to  a lte rn a tive  p o we r s u p p ly

a rrangements  in this  proceeding. The  Company a lso agrees  to a llow the  Pa rtie s  to review

and eva lua te  the  prudence  of cons truction cos ts  in the  Company's  next ra te  ca se . But no

P a rty a s s e rts  the  $60 million figure  the  Compa ny re que s ts  is  a n ove r e s tima tion of

spe cific re lie f re que s te d. Mr. La rson for UNS Ele ctric provide s  subs ta ntia l e vide nce  a s  to

why the  Company's  proposa l makes  good economic sense . Additiona lly, the  Company has

committe d to limit the  purcha s e  price  to the  a ctua l cos t of cons truction tha t UniS ource

Ene rgy De ve lopme nt Corpora tion ("UEDC") .- a n a ffilia te  of UNS  Ele ctric - incurs . Mos t

importa ntly, UEDC is  de ve loping BMGS  s pe cifica lly for the  ne e ds  of UNS  Ele ctric. The

P a rtie s  ha ve  be e n fre e  a nd a re  s till fre e  to e xplore  a ny conce rns  the y ha ve  - a nd the

- re ga rding the  cos t-ba s e d purcha s e  price  a nd the

cons truction cos ts . Because  the  Company is  limiting its  pos t-te s t-yea r adjus tment reques t

to $60 million in this  ra te  ca s e , a nd be ca us e  this  va lue  re pre s e nts  the  minimum cos t

e s tima te  for BMGS , it is  e xtre me ly unlike ly tha t a  s ubs e que nt cons truction cos t re vie w

would re sult in a  prudent project cos t lower than $60 million.

Q, Will a short-term PPA, as recommended by RUCO, provide an acceptable solution to

UNS Electric?
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A. No. A short-te rm P P A is  a  short-s ighte d solution. Firs t, the re  a re  diffe re nce s  in P P A a nd

owne rs hip cos t s tructure s . P P As  a re  typica lly de s igne d with e s ca la tors  in the  ca pa city

charges  so tha t cos ts  a re  lower a t the  beginning but increase  over time . On the  othe r hand,

ra te  ba s e  tre a tme nt ca us e s  the  fixe d cos t re cove ry to  de cline  ove r time . Mr. La rs on

expla ined this  trea tment in his  Direct Tes timony a t pages  13 through 14, and in his  Exhibit

KP L-3. If the  s hort-te rm ca pa city ma rke t is  lowe r tha n the  e a rly ye a r ra te -ba s e  cos t of

BMGS , the n the  Compa ny would los e  this  diffe re nce  with no cha nce  to re cove r it once

BMGS  wa s  put in to  ra te s  a t lowe r cos t a  fe w ye a rs  la te r. Conve rs e ly, if s hort-te rm
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capacity cos ts  we re  highe r, then cus tomers  would pay more  for BMGS than the  Company

is  propos ing with this  ra te  trea tment.

Q, Ho w wo u ld  a  P P A b e twe e n  UNS  Ele c t r ic  a n d  UEDC b e  p r ic e d ?

The  P P A would be  price d through a  compe titive  bid. S ince  UEDC is  a n unre gula te d

a ffilia te  of UNS  Ele ctric, in orde r for FERC to a pprove  a  s a le  be twe e n the  two, it would

re quire  UNS  Ele ctric to hold a  compe titive  RFP . UEDC would ha ve  to s ubmit a  bid into

this  RFP and be  the  lowest bid.

Q- What would be the appropriate PPA term to compare to asset ownership?

A te rm tha t coincide s  to  the  e xpe cte d life  of the  unit would be  a ppropria te  for a s s e t

owne rs hip compa ris on. For BMGS , this  would be  a pproxima te ly 30 to 40 ye a rs . This

a llows a  true  comparison be tween a  PPA and ownership expected life  of an asse t.

Q. What was Staff's position on the proposedBMGS rate treatment?

S ta ff witne s s  Ra lph C. S mith re comme nds  tha t the  Commis s ion de ny the  Compa ny's

requested ra te  base  and ra temaking trea tment of BMGS. Instead S ta ff recommends tha t the

Compa ny a pply for a n a ccounting orde r re que s ting pe rmis s ion to de fe r cos ts  re la te d to

BMGS until it is  recognized in ra te  base  in the  Company's  next ra te  case .

Q, Does a deferral order provide the Company with an adequate solution?
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No. As  Mr. La rs on e xpla ins  in his  Re butta l Te s timony ,a  de fe rra l puts  undue  fina ncia l

s tress  on the  Company and precludes acquisition of BMGS .
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Q- What is the best long-term solution for both the Company and its customers for the

immediate treatment of BMGS?

The best long-tenn solution for both the Company and its  customers is  the  Company's

recommended rate treatment in this case. UEDC has acquired these turbines at a substantial

discount - as I described on page ll of my Direct Tes timony - and is  willing to give  this

benefit to UNS Electric and its customers in exchange for recognizing them in rates at the

expiration of the PWCC power agreement. A short-term PPA cannot guarantee this result

and puts both the customer and Company at risk of an unknown market-based capacity

charge.

Q- Have either RUCO or Staff raised issue with the benefits of owning this generation as

described in your Direct Testimony?
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Ne ithe r pa rty dis pute s  tha t BMGS  will provide  the  ope ra tiona l be ne fits  I de ta ile d in my

Dire ct Te s timony, including:

F le xib ility  to  u s e instantaneous, loa d-following and e me rge ncy dis pa tch

ca pa bilitie s  to provide  its  re quire d re s e rve s  a nd a ncilla ry s e rvice s , a s  we ll a s  the

a bility for full, unlimite d, e conomic dis pa tch to optimize  UNS  Ele ctric's  portfolio.

P P As  s imply do not provide  the  fle xibility for full, unfe tte re d dis pa tch rights  tha t

ownership provides .

Re lia b ility by UNS  Ele ctric  fu lly contro lling  its  ma in te na nce  a nd  ope ra tion  to

e ns ure  it me e ts  high s ta nda rds  for a de qua cy a nd s a fe ty. Furthe r, the  Compa ny

a voids  ha ving to purcha s e  s ignifica nt whole s a le  ca pa city, tra ns mis s ion whe e ling

services  and ce rta in ancilla ry se rvices .

Efficie ncy through ha ving the  e xa ct type  of unit ne e de d to me e t UNS  Ele ctric's

pa rticula r re quire me nts , a nd ha ving a  be nchma rk to  compa re  fu ture  P P As  to

de te rmine  the  be s t ove ra ll va lue  for the  Compa ny a nd its  cus tome rs . UNS Ele ctric

A.

A.
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would be  a ble  to me e t its e xa ct pe a king ca pa city a nd re s e rve  ne e ds  through owning

BMG S .

Ha ving  ge ne ra tion  a t a  loca tion  tha t m in im ize s  tra ns m is s ion  cos ts  , - a nd  the re by

d e liv e ry c o s ts  -  wh ile  a ls o  p ro v id in g  m u s t-ru n  g e n e ra t io n . BMG S '  lo c a t io n

provide s  a n a dditiona l be ne fit by ha ving ge ne ra tion c los e  to dua l pipe line  s ys te m s ,

the re by giving it fue l re dunda ncy.

Mr. S mith for S ta ff, howe ve r, s ta te s  his  be lie f tha t "s ignifica nt unce rta intie s " s till e xis t

with re spect to the  economics  of BMGS re la tive  to a lte rna tive  power supply a rrangements .

Mr. S mith doe s  not e xpla in wha t the s e  "s ignifica nt unce rta intie s " a re . I find Mr. S mith's

s ta tement confus ing and frus tra ting because  I described in my Direct Tes timony - a t pages

ll th ro u g h  1 5  -  h o w BMG S  c o m p a re s  fa vo ra b ly to  a lte rn a t ive  p o we r s u p p ly

a rra nge me nts . Now is  the  time  to de cide  whe the r BMGS  provide s  a  good fit with UNS

Ele ctric powe r s upply ne e ds . Mr. La rs on a ls o e xpla ins  the  nume rous  re a s ons  why this

pa rticula r fa cility ma ke s  good e conomic se nse  for UNS  Ele ctric a nd its  cus tome rs  both in

his  Direct and Rebutta l Tes timonie s . Ins tead of de fe rring this  ques tion to some  iiuture  ra te

ca se , the  Company urges  the  Commiss ion to cons ide r the  ana lys is  pre sented in this  ca se

and to rule  on the  prudence  of acquiring BMGS in this  proceeding.

111. PURCHASED POWER AND FUEL ADJ USTMENT CLAUSE.
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Q- Why is  UNS Electric changing the PPFAC mechanis m it originally filed in this  cas e?

In his  Dire ct Te s timony, S ta ff witne ss  Mr. Smith indica te d a  pre fe re nce  for a  me cha nism

to  be  de ve lope d s imila r to  S ta ff's  propos e d  P S A in  the  re ce ntly re s o lve d  AP S  ra te

proce e ding (Docke t No. E-01345A-05-0816), with a ppropria te  a djus tme nts  to fit UNS

Ele ctric's  circums ta nce s . Mr. S mith ha d conce rns  a bout UNS  Ele ctric's  origina l propose d

mechanism based on its  automatic rolling twe lve -month mechanism.

A.
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RUCO witne s s  Ms . Dia z Corte z ge ne ra lly a gre e d with the  P P FAC the  Compa ny file d in

this  ca s e  with s ome  s ugge s te d modifica tions : 1) not a llowing the  Compa ny to include

Le tte r of Credit fees ; 2) placing a  cap of 6 mils  pe r yea r on the  amount tha t the  PPFAC can

increase , plus  requiring a  filing for recove ry when a  $10 million bank thre shold is  reached;

a nd 3) a  90/10 sha ring be twe e n cus tome rs  a nd sha re holde rs  of a ny fue l a nd purcha se d

power costs  that exceed the  base  cost of fuel and purchased power.

In a ddition, the  Commis s ion re ce ntly a pprove d S ta ffs  propos e d me cha nis m for AP S  in

De cis ion No. 69963 (J une  28, 2007), with s ome  modifica tions , a nd TEP  re ce ntly file d a

mechanism tha t was  deve loped a long the  lines  ofS ta ff's PSA proposa l for APS, a s  we ll a s

the  propos e d P la n of Adminis tra tion ("P OA") for AP S ' P S A. For the  fore going re a s ons

a nd upon furthe r inte rna l re vie w, UNS  Ele ctric be lie ve s  tha t S ta ff's proposed mechanism

for AP S  will be  e ffe ctive  in mitiga ting the  vola tility in its  powe r supply a nd de live ry cos ts

and be lieves  a  s imila r mechanism is  pre fe rable  to wha t we  origina lly filed in this  case .

Q- Is  UNS  Ele c tric  p ropos ing  a  d iffe re n t Ba s e  Cos t o f Fue l a nd  P u rc ha s e d  P owe r with

this  change  in  the  PPFAC methodology?

No. We  a re  propos ing to s e t the  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r a s  origina lly

filed in this  case .

Q. Are  yo u  p ro p o s in g  th a t a  P P FAC ra te  b e  e s ta b lis h e d  to  b e g in  wh e n  th e  P in n a c le

Wes t Capita l Corpora tion wholes a le  Power Supply Agreement expires ?
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A. Ye s . The  full re quire me nts  purcha s e d powe r a gre e me nt with P WCC e nds  on Ma y 31,

2008. We a re  proposing, a s  outlined in the  Company's  proposed PPFAC POA a ttached as

Exhibit MJD-3, the  PPFAC Year begin June  1s t and end on May 31s t of the  following yea r.

The  firs t full P P FAC Ye a r in which a  P P FAC ra te  would a pply would be gin on J une  1,

2008 a nd e nd on Ma y 31, 2009 ("2008 P P FAC Ye a "). We  a re  a ls o propos ing tha t the
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initia l P P FAC ra te  be  s e t a t ze ro in this  ca s e  a nd the  firs t ne w P P FAC ra te  be  e s ta blis he d

for the  2008 P P FAC Ye a r a s  de s cribe d he re a fte r.

Q, Ho w wo u ld  UNS  Ele c tric  p ro p o s e  to  e s ta b lis h  th e  P P FAC ra te  s ta rtin g  J u n e  1, 2008?

I will e xp la in  th is  in  m o re  d e ta il la te r,  b u t  UNS  E le c tric  wo u ld  p ro p o s e  a  filin g  b y

De c e mbe r 31 , 2007  to  e s ta b lis h  the  P P FAC ra te  fo r the  2008  P P FAC Ye a r.  We  would

propos e  tha t S ta ff re vie w our tiling  a nd  p re pa re  its  in itia l re port with in  45  da ys . F ina lly,

we  wo u ld  p ro p o s e  th a t  S ta ff is s u e  its  fin a l re p o rt  a p p ro v in g  a n d /o r m o d ifyin g  th e

Compa ny's  propos a l for the  2008 P P FAC Ye a r ra te  by April 15, s o  tha t the  2008 P P FAC

Ye a r ra te  would  be  e ffe c tive  on  J une  1 , 2008 . Tha t 2008  P P FAC Ye a r ra te  would  be  in

e ffe c t un til Ma y 31 , 2009 . The n  the  2009  P P FAC Ye a r ra te  would  be  e ffe c tive  s ta rting

J une  1, 2009 through Ma y 31, 2010. Es s e ntia lly, we  propos e  tha t e a ch ye a r's  P P FAC ra te

would be  e ffe c tive  from J une  1 of tha t ye a r until Ma y31 of the  following ye a r.

Q, Could you explain how the PPFAC is structured?

UNS  Ele ctric  propos e s  tha t the re  be  two prima ry compone nts  to the  P P FAC ra te . For the

2008 P P FAC Ye a r ra te , the s e  two compone nts  would be :

1. Forwa rd Compone nt: This  compone nt would be  ba s e d on the  fore ca s te d fue l a nd

purcha s e  powe r cos ts  for the  fo llowing ye a r. For e xa mple , fore ca s ts  for fue l a nd

p u rc h a s e  p o we r in  la te  2 0 0 7  wo u ld  b e  u s e d  to  e s ta b lis h  th e  P P FAC  Fo rwa rd

Compone nt for 2008. Forwa rd price s  would a ls o  be  us e d to  e s ta blis h  the  P P FAC

Forwa rd Compone nt a nnua lly.

True -Up Compone nt: Th is  compone nt would  compa re  a c tua l fue l a nd  purcha s e

powe r cos ts  with the  a mount UNS  Ele ctric  colle c te d through ba s e  ra te s  a s  we ll a s

2.
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the  P P FAC ra te  for the  prior ye a r. If a c tua l cos ts  we re  a bove  wha t wa s  colle c te d,

th e  Tru e -Up  C o m p o n e n t wo u ld  b e  a n  a d d itio n a l a m o u n t to  b e  c o lle c te d  Ho m

cus tome rs  in the  s ubs e que nt ye a r. Bu t s hou ld  a c tua l c o s ts  be  be low wha t wa s
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colle cte d, the  True -Up Compone nt would re fle ct a  cre dit towa rds  the  P P FAC ra te

for the  following yea r. For ins tance , reconciling actua l ve rsus  forecas ted 2008 fue l

a nd purcha se  powe r ra te s  would be  incorpora te d into the  2009 P P FAC Ye a r ra te

via  the  True -Up Component.

Q- Do you have a simple hypothetical to demonstrate how the PPFAC would work?

Ye s . S uppos e  the  Ba s e  Cos t of Fue l a nd P urcha s e d  P owe r is  s e ve n ce nts  pe r kph, but

a c tua l fue l a nd  e ne rgy cos ts  we re  fo re ca s te d  to  be  e igh t c e n ts  pe r kph  fo r 2008 . The

P P FAC ra te  fo r 2 0 0 8  wa s  s e t a t o n e  c e n t p e r kp h .  S o ,  th e  to ta l fu e l a n d  e n e rg y c o s t

colle cte d wa s  e ight ce nts  pe r kph, but the  a ctua l tota l a mount of fue l a nd e ne rgy cos ts  for

2008 turne d out to be  only 7.5 ce nts  pe r kph. For 2009, the  fue l a nd e ne rgy cos t fore ca s ts

a ntic ipa te  8.5 ce nts  pe r kph cos t. Unde r this  hypothe tica l:

Base Fuel and Energy Cost:

2009 Forward Component:

2009 True-Up Component:

2009 PPFAC Rate (Forward + True-up) :

2009 Fuel and Energy Cost Collected:

7 ce nts  pe r kph .

1.5 ce nts  pe r kWhl

-0.5 ce nts  pe r kWh

1  c e n t pe r kph

8  ce n ts  pe r kph

The  a bove  e xa mple , while  s implifie d to ignore  ye a r ove r ye a r s a le s  volume  diffe re nce s ,

give s  a n a ccura te  portra ya l of the  a ctua l inte rpla y be twe e n the  Forwa rd a nd True -Up

Components  to establish the  annual PPFAC ra te .

Q~ How do you propose to establish the Forward Component for the PPFAC?
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A. Ea rlie r in my te s timony, I indica te d tha t UNS  Ele ctn'c propos e s  to tile  informa tion a nd

ca lcula tions  for e s ta blis hing the  Forwa rd Compone nt for the  2008 P P FAC Ye a r ra te  by

1 2009 Forecast of 8.5 cents less Base Cost of Fuel and Purchased Power of 7 cents.
2 2009 True-up is based on 2008 actual cost versus recovery. 2008 recovery was based on forecast of 8 cents but
actual cost was only 7.5 cents. Therefore, True-up = Actual - Recovery = 7.5 .- 8.0 = -0.5 cents.

A.
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De ce mbe r 31, 2007. UNS  Ele ctric would file  this  informa tion a nnua lly e ve ry De ce mbe r

31 to s ta rt the  process  for de te rmining the  following yea r's  PPFAC ra te .

Q- Wha t in forma tion  would  UNS Ele c tric  file  to  e s ta b lis h  the  Forwa rd  Compone nt?

UNS  Ele c tric  wou ld  p rovide  the  mos t cu rre n t fo re ca s ts ,  inc lud ing  a ny known  a nd

measurable  changes  expected to take  place , for the  following yea . These  fue l and ene rgy

price  forecas ts  would be  the  bas is  for e s tablishing the  Forward Component for the  PPFAC

ra te  for the  following ye a r.

Q- Should the Forward Component be established so that UNS Electric recovers 100

percent of anticipated fuel and energy costs within a 12-month period?

Ye s . Firs t, the  cos ts  a re  ba se d on fore ca s ts  tha t a ccura te ly re fle ct wha t fue l a nd e ne rgy

cos ts  a re  anticipa ted to be . These  a re  cos ts  of providing e lectric se rvice  to cus tomers  the

Compa ny will a ctua lly incur the  fo llowing ye a r. A 12-month pe riod e ns ure s  tha t the

Company is  time ly compensa ted for cos ts  it has  incurred. Second, to the  extent the  actua l

fue l and ene rgy cos ts  a re  more  or le ss  than wha t was  collected, the  True -Up Component I

de s cribe  be low will be  a  cha rge  or cre dit a ga ins t the  P P FAC ra te  for the  following ye a r.

Third, de fens ing recove ry beyond 12 months  complica te s  the  PPFAC ra te  process . A 12-

month re cove ry pe riod a voids  ha ving multiple  P P FAC ra te s  impos e d in  one  ye a r, or

having multiple  yea rs  incorpora ted into one  PPFAC ra te .
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How do you propos e  to  e s tablis h  the  True -Up Component for the  PPFAC?

At the  s a me  time  tha t UNS  Ele ctric propos e s  its  Forwa rd Compone nt (De ce mbe r 31 of

e a ch  ye a r), UNS  Ele ctric  a ls o  provide s  informa tion  a nd  ca lcu la tion  of the  True -Up

Compone nt. The n, by April l of the  following ye a r, UNS  Ele ctric will provide  upda te d

informa tion a nd ca lcula tions  to supple me nt its  True -Up Compone nt. The  purpose  of this

supplement is  to replace  estimated ba lances with actua l ba lances for tha t year ending.

1 1



Q- Would the True-Up Component also be established to ensure 100 percent recovery or

refund within 12 months?

Ye s . For the  same  rea sons  the  Forward Component should be  de s igned to recove r 100

pe rce n t o f the  fue l a nd  purcha s e  powe r cos ts  (no  more  a nd  no  le s s ), the  True -Up

Compone nt for e a ch PPFAC ra te  should be  de s igne d to re cove r or re fund 100 pe rce nt of

the  ove r-recovery or under-recovery tha t exis ts  from the  prior yea r.

Q- Onc e  UNS  Ele c tric  ma ke s  its  P P FAC filing , how wou ld  you  e nvis ion  the  p roc e du re

occurring  to  approve  the  new PPFAC ra te  for the  fo llowing yea r?

We  propose  S ta ff ha ving 45 da ys (i.e ., by Fe brua ry 15 of tha t ye a r) to is s ue  a ny initia l

comme nts  re ga rding UNS  Ele ctric 's  filing  or re comme nding a ny a djus tme nts  to  the

Compa ny's  ca lcula tions . UNS  Ele ctric would file  upda te d informa tion a nd ca lcula tions

conce rning the  True -Up Compone nt by April 1 of the  following ye a r. We  furthe r propose

S ta ff ha ving a n a dditiona l two we e ks  (i.e ., until April 15) to file  a ny a dditiona l comme nts

or re comme nda tions  a bout the  True -Up Compone nt. This  would  a llow a mple  time  to

imple me nt the  ne w P P FAC ra te  with or without modifica tion be fore  Ma y 31 s o tha t the

new PPFAC ra te  would be  in e ffect by June  l. We  would furthe r propose  tha t PPFAC ra te

be ing in e ffe ct for the  s ubs e que nt 12 months  (from J une  l through Ma y 31 the  following

ye a r.) Exhibit MJ D-4 outline s  the  time line  UNS  Ele ctric propos e s  for imple me nting the

PPFAC ra te  for each PPFAC Ye a r (i.e ., from June  l to the  following Ma y 31 .)
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2 0

2 1
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We further propose  tha t unless  the  Commission acts  to suspend the  PPFAC or takes  some

othe r a ction by Ma y 31, the  PPFAC ra te  - a s  propose d on De ce mbe r 31 a nd a s  modifie d

on April 1 -. will go into e ffect on June  1 (i.e ., the  s ta rt of the  PPFAC Yea r.)

1 2
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Q- S o , UNS  Ele c tric  p ro p o s e s  a n n u a l filin g s  to  c h a n g e  th e  P P FAC ra te  e ve ry twe lve

months ?

Ye s . We  be lie ve  this  will provide  e nough fre que ncy to a llow the  Compa ny to promptly

re cove r fue l a nd e ne rgy cos ts  from cus tome rs  without burde ning the  Commis s ion with

multiple  docke ts  in a  12-month pe riod. Unde r norma l circums ta nce s , the re  would only be

one process every 12 months to adjust the  PPFAC ra te .

Q- Does the PPFAC allow UNS Electric to address calamities such as a hurricane that

radically alters fuel and purchase power prices?

If the re  wa s  a n e xtra ordina ry e ve nt tha t le d to a  dra s tic cha nge  in fue l a nd e ne rgy price s

for the  re ma ining months  in the  curre nt P P FAC Ye a r, the n UNS  Ele ctric would ha ve  the

option to se e k modifica tion of the  Forwa rd Compone nt. S ta ff a pprova l would be  re quire d

to do so a nd notice  would be  provide d to the  Commiss ion. Tha t modifica tion would only

las t until May 31, when the  new PPFAC ra te  would be  approved.

Q- Would the modification to the Forward Component be reconciled the following year

through the True-Up Component?

Yes. The  True -Up Component would address  the  modified Forward Component.
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Doe s  UNS  Ele c tric  e nvis ion  a pp lying  fo r a  mod ific a tion  to  the  Fo rwa rd  Compone n t

re gu la rly?

No. UNS  Ele ctric would only a pply for this  modifica tion if the re  we re  circums ta nce s  tha t

led to a  dras tic diffe rence  be tween fue l and purchased power costs  be ing collected and the

actua l cos ts  incurred. An example  such a  s itua tion would be  when the  I-Iumlcanes  hit the

Gulf Coast in August and September of 2005 and caused substantia l increases  in fue l and

purchased power cos ts  in the  la tte r third of 2005. In tha t ca se , the  va riance  be tween wha t

was collected through base  ra tes  and the  exis ting PPFAC ra te  and the  actua l costs  incurred
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be come s  s o s ignifica nt a s  to wa rra nt a  furthe r a djus tme nt to the  curre nt P P FAC ra te ,

whe the r tha t be  pos itive  or ne ga tive . But the  e ffe ct of the  modifie d Forwa rd Compone nt

wou ld  be  to  s moo th  ou t the  P P FAC ra te  s ome wha t by e ns u ring  tha t the  True -Up

Component does not result in a  larger increase  than necessary.

Q- Does the Company believe that there should be any caps or restrictions in the size or

magnitude of the PPFAC rate?

A. No. The  Compa ny doe s  not be lie ve  tha t a ny limits  or ca ps  s hould be  put in pla ce . We

be lie ve  tha t the  Commiss ion will ha ve  a mple  control of the  PPFAC through the  proposa ls

described above . S e tting a rtificia l re s trictions  in this  proce e ding ha mpe rs  the  goa l of

e ns uring time ly re cove ry for the  Compa ny, a nd ma y ha ve  a  ne ga tive  impa ct on the

Compa ny's  a bility to s e cure  fina ncing on a ttra ctive  te rms  a nd conditions , a s  we ll a s  its

ove ra ll creditworthiness . If cos ts  a re  prudent and reasonable , UNS Electric should rece ive

prompt recovery of those  cos ts .
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It is understandable that the Commission applied a cap to APS' PSA as APS has a well-

established system consisting of significant stable cost nuclear and coal facilities. UNS

Electric, on the other hand, is in the process of acquiring and developing its resource

requirements and it would not be appropriate to force a cap on the PPFAC rate in this

period of flux. A cap could send a wrong message to over-emphasize short-term rate

stability at the detriment of what is in the best long-term interest of our customers. That is,

putting caps and collars for rate stability in the short-term can lead to large deferrals that

can negatively impact both the Company - making it a riskier investment - and its

customers .... who have to pay for those cost deferrals eventually.
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Q- Is UNS Electric proposing to recover broker's fees, credit costs, and legal fees

through the PPFAC?

Yes. The  Company has  not incurred these  costs  in the  past and therefore  no such costs  a re

re flected in any ra te s  filed in this  ca se . These  fee s  a re  an inevitable  and necessa ry pa rt of

procuring  fue l a nd purcha s e  powe r s upply for a fte r the  e xpira tion  of the  P WCC full

requirements  purchase  power agreement. These  cos ts  a re  rea sonable  for UNS Electric to

incur in orde r to continue  to be  a  re lia ble  e le ctric s e rvice  provide r. Cons e que ntly, the y

should be  recovered.

Q- Is  the  Company propos ing a  s ha ring mechanis m as  pa rt of the  PPFAC?
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No. UNS  Ele ctric ha s  a mple  ince ntive  to procure  re lia ble  s ource s  of fue l a nd e ne rgy a t

reasonable  prices , to hedge  an appropria te  amount of fue l and purchased power to provide

s tability in price , and to seek to procure  a  s table , re liable , and a ffordable  supply of fue l and

purchase  power. The  Company does  not rece ive  any re turn for the se  cos ts , and does  not

have  anything to ga in by not seeking out the  most economica l sources  of fue l and purchase

powe r. Furthe r, a  sha ring me cha nism le a ve s  the  Compa ny a nd its  cus tome rs  e xpose d to

the  va ga rie s  of the  s hort-te rm e ne rgy ma rke ts . Eve n if the  Compa ny ma de  a bs olute ly

prude nt a nd we ll de s igne d purcha se s , the  vola tility of the  short-te rm e ne rgy ma rke ts  tha t

a re  comple te ly be yond the  Compa ny's  control could ca us e  e ithe r the  Compa ny or its

cus tome rs  to  be a r a n unfa ir burde n of cos t. In  the  Compa ny's  ca s e  th is  would  be

confisca tory ra te  policy, in the  cus tomers ' ca se  this  could lead to s ignificantly highe r ra te s .

There fore , we  do not be lieve  a  sha ring mechanism is  appropria te  in the  PPFAC and would

strongly oppose  such a  fea ture .
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Q, What s pec ific  c ircums tances  make  a  s ha ring mechanis m es pec ia lly inappropria te  for

the  Company?

A. The  Compa ny is  s hifting from a  full re quire me nts  powe r s upply a gre e me nt to its  own

portfolio of ge ne ra tion a nd contra cts  to s e rve  its  loa d. As  such, the  Compa ny ha s  only a

sma ll a mount of e xis ting ge ne ra tion in ra te  ba se  a nd is  re que s ting the  a ddition of BMGS

a s  I dis cus s e d e a rlie r. Eve n with the  BMGS  a ddition, the  Compa ny will ha ve  a  la rge r

re liance  on marke t power prices  for mid- and short-te rm gas  and power requirements  than

othe r utilitie s  in the  S ta te . While  the  Company has  both a  Resource  Procurement P lan and

a  Fue l and Purchased Power Hedging Policy to address  this , the re  is  invariably an amount

of re ma ining e ne rgy price  ris k. To give  a  his torica l pe rs pe ctive  to the  va ria tion in s pot

price s , I ha ve  include d the  P a lo Ve rde  a ve ra ge  monthly price s  for the  la s t 5  ye a rs  in

Exhibit MJ D-5. ill a ddition, the  ne xt fe w ye a rs  will like ly bring a dditiona l re s ource s  a nd

contra cts  tha t ca nnot be  fore ca s te d  a t th is  point in  time . If a  s ha ring  me cha nis m is

ins titute d in this  curre nt e nvironme nt it will introduce  a dditiona l ris k to the  Compa ny for

unde r-recove ry and additiona l risk to our cus tomers  for ove r-payment. This  additiona l risk

can trans la te  ultima te ly to highe r cos ts  of power to our cus tomers  through increased credit

costs  from our supplie rs  as  well as  higher debt costs .

Q- How are short-term off-system wholesale revenues treated?

A. Although UNS  Ele ctn'c doe s  not a nticipa te  s ubs ta ntia l s hort-te rm off-s ys te m whole s a le

revenue , to the  extent they exis t, UNS Electric will credit the  revenues  to the  PPFAC.
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Q- Does the Company's proposed POA demonstrate how all of the PPFAC Components

would be calculated?

Ye s . The  P OA (Exhibit MJ D-3) provide s  a ll the  de ta ils  a s  to how the  P P FAC ope ra te s ,

wha t s pe cific fue l a nd e ne rgy cos ts  would be  include d from s pe cific FERC a ccounts ,

a pplica ble  inte re s t ra te s  to a pply a nd othe r spe cifics  a bout the  UNS  Ele ctric's  propose d

A.
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P P FAC. We  hope  tha t this  is  he lpful in a llowing S ta ff; RUCO a nd the  Commis s ion, a s

we ll a s  othe r pa rtie s , to be tte r unders tand wha t exactly we  a re  proposing in this  filing.

Q- In  g e n e ra l, wh a t c o s ts  d o e s  th e  Co m p a n y p ro p o s e  b e  in c lu d e d  in  th e  P P FAC?

As  de s cribe d m ore  com ple te ly in  the  a tta che d P OA, the  P P FAC include s  cos ts  a s s ocia te d

with  F E RC a c c oun ts  501 ,  547 ,  555  a nd  565 . As  pre v ious ly m e ntione d ,  the  o ff-s ys te m

whole s a le  re ve nue  is  cre dite d to the  P P FAC. UNS  Ele ctric  is  a ls o propos ing to include  a ny

Coa l a nd/or Ca rbon ta xe s  a nd to include  broke r fe e s , cre dit cos ts  a nd le ga l fe e s  a s s ocia te d

with  its  p o we r s u p p ly a n d  p ro c u re m e n t,  a s  p re v io u s ly d is c u s s e d .  UNS  E le c tric  is  a ls o

propos ing to re cove r a m ortize d ne w na tura l ga s  a nd e le c tric  inte rconne ction cos ts  through

the  P P FAC.

1

2

3

4
5 A.

6

7

8

9

10

11

12

13

14

15

16
17 A.

18

19

20

21

22

23

24

25

26

27

Q- Mr. Frank W. Radigan for Staff - in his Direct Testimony at page 15 - states that

because the PWCC full requirements purchased power agreement will not expire

until May 31, 2008 - the base power supply rate remain at $0.05194 per kph. What

is your response to Mr. Radigan's recommendation on this issue?

S imply put, $3.05194 pe r kph is  not re mote ly a ccura te  for UNS  Ele ctric's  powe r s upply

ra te  now or go ing  fo rwa rd . In  De cis ion  No. 66028  (J u ly 3 , 2003) the  Commis s ion

established a  $0.01825 PPFAC ra te  to recognize  tha t the  tota l ra te  necessary to recover the

cos t of the  PWCC supply was  $0.07019 ($0.05194 base  ra te  plus  $0.01825 PPFAC ra te ).

The  base  ra te  e s tablished in this  case  should re flect the  tota l cos t of UNS Electric's  current

supply. Fue l and purchased power cos ts  have  risen subs tantia lly s ince  the  $0.05194 base

powe r supply ra te  wa s  se t in De cis ion No. 5995 l (Ja nua ry 3, 1997). Ove r te n ye a rs  ha ve

e lapsed s ince  tha t ra te  was es tablished. Further, I am confused by Mr. Radigan's  comments

a bout Mr. S mith's  re comme nda tion re ga rding the  P P FAC. In contra s t to Mr. Ra diga n's

s ta te me nts , I in te rpre t Mr. S mith 's  re comme nda tion  on  S ta ffs  p ropos e d  P P FAC to

commence  June  1, 2008. The re fore , it makes  no sense  to de lay se tting an accura te  ba se
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fue l a nd purcha s e d powe r ra te . The  Compa ny's  propos a l is  ba s e d on the  mos t a ccura te

informa tion a va ila ble  a nd re fle c ts  its  curre nt s upply a rra nge me nts . Furthe r, re s e tting the

P P FAC to  ze ro  will ma ke  the  "ne w P P FAC" e a s ie r to  imple me nt a nd le s s e n the  vola tility

in  the  P P FAC ra te .  We  ma in ta in  our re que s t to  re s e t the  ba s e  powe r s upp ly ra te  while

ze roing out the  P P FAC ra te .

I v . CONCLUSION.

Q- Mr. DeConcini, could you summarize what you are requesting the Commission to

approve in this docket?

A. Yes. The  Company's  proposed ra te  trea tment for BMGS is  both necessa ry and in the  bes t

long-te rm inte re s ts  of its  cus tome rs  a nd s hould be  a cce pte d for the  re a s ons  tha t I ha ve

de scribe d in my Dire ct a nd Re butta l Te s timonie s , a s  we ll a s  wha t Mr. La rson de scribe s  in

his  Dire ct a nd Re butta l Te s timonie s . UNS Ele ctric re que s ts  tha t the  Commiss ion a pprove

the  ne w P P FAC de s cribe d in my Re butta l Te s timony a nd tha t S ta ff offe re d in its  Dire ct

Te s timony, e ffe ctive  a s  of J une  l, 2008. This  ne w P P FAC me cha nis m is  de s igne d a nd

inte nde d to provide  UNS  Ele ctric the  a bility to pla n a nd procure  a  powe r supply portfolio

tha t is  mos t a dva nta ge ous  to  both  UNS  Ele ctric  a nd  its  cus tome rs  in  te rms  of both

economic and re liable  e lectric power se rvice . UNS Electric be lieves  this  is  the  appropria te

time  to a ddre ss  both BMGS a nd the  PPFAC, s ince  its  full re quire me nts  purcha se d powe r

a gre e me nt with P WCC e xpire s  Ma y 31, 2008, a nd the  re la te d ne e d of UNS  Ele ctric to

procure  replacement power supply.

Q- Does this conclude your Rebuttal Testimony?
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UNS Electric, Inc.
Docket no. E-04204A-06-0-83
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1 .  G E NE RAL DE S CRIP TIO N

This  docume nt de scribe s  the  pla n for a dminis te ring the  Purcha se d Powe r a nd Fue l Adjus tme nt
Cla us e  ("P P FAC") the  Arizona  Corpora tion Cormnis s ion ("Commis s ion") a pprove d for UNS
E le c tric ,  In c .  ("UNS E ") in  De c is io n  No .  XXXXX [DATE ].  Th e  P P FAC p ro vid e s  fo r th e
recovery of fue l and purchased power costs  from the  da te  of tha t decis ion forward.

The  P P FAC de s cribe d in this  P la n of Adminis tra tion ("P OA") us e s  a  forwa rd-looldng e s tima te
of fue l and purchased power costs  to se t a  ra te  tha t is  then reconciled to actua l costs  experienced.
This  POA describes  the  applica tion of the  PPFAC.

2 .  DE F INITIO NS

Applica ble  Inte re s t - Based on one -yea r Nomina l Treasury Cons tant Ma turitie s  ra te  conta ined in
the  Federa l Reserve  Sta tis tica l Release  H-15.

Base  Cos t of Fue l and Purchased Power - An a mount ge ne ra lly e xpre s s e d a s  a  ra te  pe r kph,
which re flects  the  fue l and purchased power cost embedded in the  base  ra tes  as  approved by the
Commis s ion in UNS E's  mos t re ce nt ra te  ca s e . The  Ba s e  Cos t of Fue l a nd P urcha s e d P owe r
re ve nue  is  the  a pprove d ra te  pe r kph time s  the  a pplica ble  sa le s  volume s . De cis ion No. XXXXX
se t the  ba se  cos t a t $X.XXXX pe r kph e ffe ctive  on [DATE].

Forward Component -An amount expressed as  a  ra te  pe r kph charge  tha t is  upda ted annua lly on
June  1 of each yea r and e ffective  with the  firs t billing cycle  in June . The  Forward Component for
the  PPFAC Year will adjus t for the  diffe rence  be tween die  forecas ted fue l and purchased power
cos ts  e xpre s se d a s  a  ra te  pe r kph le s s  the  Ba se  Cos t of Fue l a nd P urcha se d P owe r ge ne ra lly
e xpre sse d a s  a  ra te  pe r kph e mbe dde d in UNSE's  ba se  ra te s . The  re sult of this  ca lcula tion will
equa l the  Forward Component, expressed as  a  ra te  per kph.

Forwa rd Compone nt Tra cldng Account -
ove r/unde r-re cove ry of its  a ctua l cos ts  of fue l a nd purcha se d powe r a s  compa re d to the  a ctua l
Ba s e  Cos t of Fue l a nd P urcha s e d P owe r re ve nue  a nd Forwa rd Compone nt re ve nue , plus
Applicable  Inte res t. The  ba lance  of this  account a s  of the  end of each PPFAC Year is , subject to
pe riodic a udit, re fle cte d in the  ne xt True -Up Compone nt ca lcula tion. UNS E file s  the  ba la nce s
a nd s upporting de ta ils  unde rlying this  Account with the  Commis s ion on a  monthly ba s is  via  a
monthly re porting re quire me nt.

An a ccount dla t re cords  on a  monthly ba s is  UNS E's

Ma rk-to-Ma rke t Accounting - Re cording the  va lue  of qua lifying commodity contra cts  to re fle ct
the ir current marke t va lue  re la tive  to the ir actua l cos t.

Na tive  Loa d - Na tive  load includes  cus tomer load in the  UNSE control a rea  for which UNSE has
a  genera tion se rvice  obliga tion.

P P FAC - The  P urcha se d P owe r a nd Fue l Adjus tme nt Cla use  a pprove d by the  Commis s ion in
De cis ion No. XXXXX tha t tra cks  cha nge s  in the  cos t of obta ining powe r s upplie s  ba s e d upon
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forwa rd-looking e s tima te s  of fue l a nd purcha se d powe r cos ts  tha t a re  e ve ntua lly re concile d to
actual costs experienced as described herein.

PPFAC Ra te
Component.

The  combina tion of two ra te  compone nts , the  Forwa rd Compone nt a nd True -Up

P P FAC Ye a r - A conse cutive  12-month pe riod be ginning e a ch June  1 a nd la s ting through Ma y
31 the  following yea r. The  PPFAC will initia lly be  se t to ze ro on the  da te  the  Commiss ion is sues
a  de cis ion in this  proce e ding (De cis ion No. XXXXX). The  firs t ye a r of the  P P FAC will be gin
on June 1, 2008 and end on May 31, 2009.

System Book Fue l and Purchased Power Costs - The  cos ts  recorded for the  fue l and purchased
power used by UNSE to se rve  both Na tive  Load and off-sys tem sa le s , le ss  the  cos ts  a ssocia ted
with a pplica ble  spe cia l contra cts  a nd Ma rk-to-Ma rke t Accounting a djus tme nts . Whe e ling cos ts
and broker's  fee  a re  included.

Off-Sys tem Wholesa le  Sa les  Revenue - The  re ve nue  re corde d from sa le s  ma de  to non-Na tive
Loa d cus tome rs , for the  purpos e  of optimizing the  UNS E s ys te m, us ing UNS EE-owne d or
contracted genera tion and purchased power, le ss  Mark-to-Marke t Accounting adjustments .

Traditiona l Sa le s -for-Resa le
se rved by UNSE.

The  portion of load from Na tive  Load whole sa le  cus tomers  tha t is

True -Up Compone nt - An a mount e xpre sse d a s  a  ra te  pe r kph cha rge  tha t is  upda te d a nnua lly
on J une  1 of e a ch ye a r a nd e ffe ctive  with the  firs t billing cycle  in J une . The  purpos e  of this
charge  is  to provide  for a  t1'ue -up mechanism to reconcile  any over or under-recovered amounts
from the  pre ce ding P P FAC Ye a r tra cking a ccount ba la nce s  to  be  re funde d/colle cte d from
customers  in the  coming year's  PPFAC ra te .

True -Up Component Tracking Account - An account tha t records  on a  monthly bas is  the  account
ba lance  to be  colle cted or re funded via  the  True -Up Component ra te  a s  compared to the  actua l
True -Up Component revenues , plus  Applicable  Inte re s t, the  ba lance  of which a t the  close  of the
pre ce d ing  P P FAC Ye a r is ,  s ub je c t to  pe riod ic  a ud it,  the n  re fle c te d  in  the  ne xt True -Up
Component ca lcula tion. UNSE file s  the  ba lances  and supporting de ta ils  unde rlying this  Account
with the  Commiss ion on a  monthly bas is .

Whe e ling Cos ts  (FERC Account 565, Tra nsmiss ion of Ele ctricitv by Othe rs ) -Amounts  pa ya ble
to othe rs  for the  transmiss ion of UNSE's  e lectricity ove r transmiss ion facilitie s  owned by othe rs .
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3 . P P FAC COMP ONENTS

The  PPFAC Ra te  will cons is t of two components  de s igned to provide  for the  recove ry of a ctua l,
prudently incurred fue l and purchased power costs . Those  components  a re :

1 . The  Forward Component, which recove rs  or re funds  diffe rences  be tween expected
P P FAC Ye a r (e a ch June  1 through Ma y 31 pe riod sha ll cons titute  a  P P FAC Ye a r)
fuel and purchased power costs and those embedded in base rates.

2. The  True -Up Component, which tracks  the  diffe rences  be tween the  PPFAC Yea r's
a ctua l fue l a nd purcha s e d powe r cos ts  a nd thos e  cos ts  re cove re d through the
combina tion of ba s e  ra te s  a nd the  Forwa rd Compone nt, a nd which provide s  for
the ir recove ry during the  next PPFAC Ye a r.

The  PPFAC Ye a r be gins  on June  1 a nd e nds  the  following Ma y31. The  firs t full PPFAC Ye a r in
which  the  P P FAC ra te  s ha ll a pply will be gin  on  J une  1 , 2008 a nd  e nd  on  Ma y 31 , 2009.
Succeeding PPFAC Years  will begin on each June  l the rea fte r.

For the  pe riod from whe n the  Commiss ion is sue d De cis ion No. XXXXX in this  ca se  - until June
1, 2008 .... the  Base  Cost of Fue l and Purchased Power ra te  es tablished in tha t decis ion will be  in
e ffe ct.

On or be fore  De ce mbe r 31 of e a ch ye a r, UNS E will s ubmit a  P P FAC Ra te  filing, which s ha ll
include  a  propos e d ca lcula tion of the  compone nts  for the  P P FAC Ra te . This  filing s ha ll be
a ccompa n ie d  by s upporting  in fo rma tion  a s  S ta ff de te rmine s  to  be  re qu ire d . UNS E will
s upple me nt this  filing with True -Up Compone nt filing on or be fore  April 1 in orde r to re pla ce
estimated balances with actual ba lances, as  expla ined below.

A. Forward Component Description

The  Forward Component is  intended to re fund or recover the  diffe rence  be tween: (1) the  fue l and
purchased power costs  embedded in base  ra tes  and (2) the  forecasted fue l and purchased power
cos ts  ove r a  P P FAC Ye a r tha t be gins  on J une  1 a nd e nds  the  following Ma y 31. UNS E will
submit, on or before  December 31 of each year, a  forecast for the  upcoming PPFAC year (June  1
through Ma y31) of its  fue l a nd purcha se  powe r cos ts . It will a lso submit a  fore ca s t of kph sa le s
for the  same PPFAC year, and divide  the  forecasted costs  by the  forecasted sa les  to produce  the
cents  pe r kph unit ra te  required to collect those  cos ts  ove r those  sa le s . The  re sult of subtracting
the Base Cost of Fue l and Purchased Power from this  unit ra te  sha ll be  the  Forward Component.

UNS E s ha ll ma inta in  a nd re port monthly the  ba la nce s  in  a  Fonva rd Compone nt Tra cldng
Account, which will record UNSE's  ove r/unde r-recove ry of its  actua l cos ts  of fue l and purchased
power a s  compared to the  actua l Base  Cost of Fue l and Purchased Power revenue  and Forward
Compone nt re ve nue . This  a ccount will ope ra te  on a  P P FAC Ye a r ba s is  (i.e . J une  l to  the
fo llo win g  Ma y 3 1 ),  a n d  its  b a la n ce s  will b e  u s e d  to  a d min is te r th is  P P FAC's  Tru e -Up
Component, which is  described immedia te ly be low.
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Should an unusua l event occur caus ing a  dras tic change  in forecas ted fue l and ene rgy prices  ...
such as  a  hurricane  or othe r ca lamity - UNSE has  the  discre tion to apply for an adjus tment to the
forwa rd compone nt. S uch  a n  a d jus tme nt would  on ly la s t un til Ma y 31  a nd  would  no t be
implemented unless  approved by Sta ff and upon notice  to the  Commiss ion.

B. True-Up Component Description

The  True -Up Compone nt in  a ny curre nt P P FAC Ye a r is  in te nde d to  re fund or re cove r the
ba lance  accumula ted in the  Forward Component Tracking Account (described above) during the
pre vious  P P FAC ye a r. Als o, a ny re ma ining ba la nce  from the  True -Up Compone nt Tra cking
Account a s  of Ma y 31 would roll ove r into the  True -Up Compone nt for the  coming PPFAC ye a r
s ta rting J une  l. The  s um of proje cte d Forwa rd Compone nt Tra cking Account a nd True -Up
Compone nt Tra cldng Account ba la nce s  on Ma y 31 is  divide d by the  fore ca s te d P P FAC ye a r
kph sa le s  to de te rmine  the  True -Up Component for the  coming PPFAC yea r.

UNS E s ha ll ma inta in  a nd re port monthly the  ba la nce s  in  a  True -Up Compone nt Tra cking
Account, which will re fle ct monthly colle ctions  or re funds  unde r the  True -Up Compone nt a nd
the  amounts  approved for use  in ca lcula ting the  True-Up Component.

Ea ch a nnua l UNSE filing on De ce mbe r 31 will include  a n a ccumula tion of Forwa rd Compone nt
Tra cldng Account ba la nce s  a nd  True -Up Compone nt Tra cking  Account ba la nce s  for the
preceding June  through November and an e s tima te  of the  ba lances  for December through May
(the  remaining s ix months  of the  current PPFAC Year). The  UNSE filing sha ll use  these  ba lances
to ca lcula te  a  pre limina ry True -Up Component for the  coming PPFAC Ye a r. On or be fore  April
l, UNS E will s ubmit a  s upple me nta l filing  tha t re ca lcula te s  the  True -Up Compone nt. This
re ca lcula tion sha ll re pla ce  e s tima te d monthly ba la nce s  with those  a ctua l monthly ba la nce s  tha t
have  become ava ilable  s ince  the  December 31 filing.

The  December 31 filings  use  of e s tima ted ba lances  for December through May (with supporting
workpa pe rs ) is  re quire d to a llow the  P P FAC re vie w proce s s  to be gin in a  wa y tha t will support
its  comple tion be fore  J une  1. The  April l upda ting will a llow for the  us e  of the  mos t curre nt
ba la nce  informa tion a va ila ble  be fore  the  P P FAC would go into e ffe ct. In a ddition to the  April 1
upda te  filing, UNS E monthly filings  (for the  months  of Nove mbe r through April) of Forwa rd
Compone nt Tra cking Account ba la nce  informa tion a nd True -Up Compone nt Tra cking Account
ba la nce  informa tion will include  a  re ca lcula tion (re pla cing e s tima te d ba la nce s  with  a ctua l
ba lances  a s  they become  known) of the  projected True -Up Component unit ra te  required for the
ne xt PPFAC Ye a r.

The  True -Up Compone nt Tra cking Account will me a sure  the  cha nge s  e a ch month in the  True -
Up Compone nt ba la nce  us e d  to  e s ta b lis h  the  curre n t True -Up Compone nt a s  a  re s u lt o f
colle ctions  unde r the  True -Up Compone nt in  e ffe ct. It will s ubtra ct e a ch month 's  True -Up
Compone nt co lle ctions  from the  True -Up Compone nt ba la nce . The  True -Up Compone nt
Account will a lso include  Applica ble  Inte re s t on a ny ba la nce s . UNSE sha ll tile  the  a mounts  a nd
supporting ca lcula tions  and workpapers  for this  account each month.
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4. CALCULATION OF THE P P FACRATE

The  P P FAC ra te  is  the  s um of the  two compone nts , i.e ., Forwa rd Compone nt a nd True -Up
Component. The  PPFAC ra te  s ha ll be  applied to cus tomer bills . Unle s s  the  Commis s ion ha s
otherwise acted on a  new PPFAC rate  by May 31, the proposed PPFAC rate  (as  amended by the
upda te d April l filing) s ha ll go into e ffe ct on J une  l. The  P P FAC ra te  s ha ll be  a pplica ble  to
UNS E's  re ta il e le ctric  ra te  s che dule s  (e xce pt thos e  s pe cifica lly e xe mpte d) a nd is  a djus te d
a nnua lly. The  PPFAC Ra te  s ha ll be  a pplie d to the  cus tome r's  bill a s  a  monthly kilowa tt-hour
("kwh") charge that is  the  same for a ll cus tomer classes .

The  PPFAC ra te  sha ll be  rese t on June  1 of each year, and sha ll be  e ffective  with the  firs t June
billing cycle  unless  suspended by the  Commiss ion. It is  not prorated.

5. FILING AND P ROCED URAL DEADLINES

A. Decemb er 31 Filin g

UNSE s ha ll file  the  PPFAC ra te  with a ll Component ca lcula tions  for the  PPFAC year beginning
on the  next J une  1, including a ll s upporting da ta , with the  Commis s ion on or be fore  December
31 of each year. Tha t ca lcula tion s ha ll us e  a  forecas t of kph s a le s  and of fue l and purchas ed
power cos ts  for the coming calendar year, with a ll inputs  and assumptions  being the mos t current
a va ila ble  for the  Forwa rd Compone nt. The  filing will a ls o include  the  True -Up Compone nt
ca lcula tion for the  year beginning on the  next J une  1, with a ll s upporting da ta . Tha t ca lcula tion
will use the same forecas t of sales  used for the Forward Component calculation.

B.  Ap ril 1  F ilin g

UNS E will upda te  the  De ce mbe r 31 filing by April 1 . This  upda te  will re pla ce  e s tima te d
Forwa rd Compone nt Tra cking Account ba la nce s , the  True -Up Compone nt Tra cking Account
ba lances  with actua l ba lances  and with more  current e s tima tes  for thos e  months  March, April
and May) for which actual data  are  not available . Unless  the  Commiss ion has  otherwise  acted on
the  UNSE calcula tion by June 1, the  PPFAC rate  that UNSE proposed will go into effect on June
1.

c. Additional Filings

UNSE will a ls o file  with the  Commis s ion any additiona l informa tion tha t the  S ta ff de te rmines  it
requires  to verify the component calculations , account balances , and any other matter pertinent to
the PPFAC I
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D. Review Proces s

The  Commiss ion S ta ff and inte re s ted pa rtie s  willhave an opportunity to re vie w the December 31
and April 1 forecas t, ba lances , and supporting da ta  on which the  ca lcula tions  of the  two PPFAC
compone nts  ha ve  be e n ba s e d. Any obje ctions  to the  De ce mbe r 31 ca lcula tions  mus t be  file d
with in  45  da ys  of the  UNS E filing . Any obje ctions  to  the  April l ca lcula tions  mus t be  file d
within 15 da ys  of the  UNS E filing (i.e . by April 15.)

E. Extraordinarv Circumstances

Should an unusual event occur tha t causes a  drastic change in forecasted fue l and energy prices -
such a s  a  hurricane  or othe r ca lamity - UNSE will have  the  authority to reques t an adjus tment to
the  forward component re flecting such a  change . S ta ff mus t re vie w a nd e ithe r a pprove , modify
or de ny UNS E's  re que s t within 30 da ys . This  a djus tme nt will only la s t until Ma y 31, or the  e nd
of the  current PPFAC Year.

6. VERIFICA TIONAND A UDIT

The  a mounts  cha rge d through the  P P FAC will be  s ubje ct to  pe riodic a udit to  a s s ure  the ir
comple teness  and accuracy and to a ssure  tha t a ll fue l and purchased power cos ts  were  incurred
reasonably and prudently. The  Commiss ion may, a fte r notice  and opportunity for hea ring, make
such a djus tme nts  to e xis ting ba la nce s  or to a lre a dy re cove re d a mounts  a s  it finds  ne ce ssa ry to
correct any accounting or ca lcula tion e rrors  or to address  any cos ts  found to be  unreasonable  or
imprude nt. S uch a djus tme nts , with a ppropria te  inte re s t, s ha ll be  re cove re d or re funde d in the
True -Up Component for the  following yea r (i.e . s ta rting the  next June  1.)

7_  CALCULATIONS

A. S c h e d u le  1: P P FAC Ra te  Ca lc u la tio n

Ente r the  a ppropria te  e ffe ctive  pe riods  for the  Curre nt a nd P ropose d PPFAC columns  a nd the n
comple te  the  following in each re spective  column:

1.
2.
3.
4.

On Line  1, ente r the  Forward Component from Schedule  2, Line  8.
On Line  2, ente r the  True-Up Component from Schedule  4, Line  5.
On Line  3, ente r the  sum of Lines  1 and 2 to ca lcula te  the  tota l PPFAC Rate .
Calcula te  the  Increase /u)ecrease) in ra tes  and % Change  by respective  lines:
Proposed Rates  Less  Current Rates  equa ls  Increase /(Decrease) with result divided
by Current Ra te  to de te rmine  % of Increase /(Decrease).

Reflect notes  as  appropria te .
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B. Schedule 2: PPFAC Forward Component Rate Calculation

Ente r the  a ppropria te  e ffe ctive  pe riods  for the  Curre nt a nd P ropose d PPFAC columns  a nd the n
comple te  the  following in each re spective  column:

1. On Line  l, e nte r die  P roje cte d Fue l a nd P urcha s e d P owe r Cos ts  for the  coming
year.

2. On Line  2, e nte r 90% of the  P roje cte d Off-S ys te m S a le s  Re ve nue  (e nte re d a s  a
nega tive  va lue ) for the  coming yea r.

3. On Line  3, e nte r the  PPFAC Adjus tme nts  to Fue l a nd Purcha se d Powe r Cos ts  for
the  coming yea r.

4 . On Line  4 , e n te r the  s um of Line s  1  th rough 3  to  a rrive  a t the  Ne t Fue l a nd
Purchased Power Costs.

5 . On Line  5, e nte r the  P roje c te d Na tive  Loa d S a le s  mph), inc luding Whole s a le
Native  Load Customers  for the  coming yea r.

6 . On Line  6 , e nte r the  de riva tion of the  Ne t Fue l a nd P urcha s e d P owe r Cos ts
divided by the  P rojected Na tive Load Sa les  to a rrive  a t the  Projected Average  Net
Fue l Cos t pe r kph.

7. On Line  7, ente r the  Authorized Base  Cos t of Fue l and Purchased Power Ra te  pe r
k p h .

8 .  O n  Lin e  8 ,  e n te r th e  s u m o f Lin e  6  le s s  Lin e  7  to  a rrive  a t th e  F o rwa rd
Compone nt ra te  pe r kph, a nd the n ca rry forwa rd re sulta nt va lue  to S che dule  1,
Line  1.

Reflect notes  as  appropria te .

C. Schedule 3: Forward Component Tracking Account

Ente r the  a ppropria te : e ffe ctive  da te s  for the  P P FAC Forwa rd Compone nt curre ntly be ing
tra cke d; ye a r for the  co lumn he a de d  "Cycle  Billing  Month"; a nd  Ba s e  Ra te  a nd  Forwa rd
Compone nt in columns  h a nd i. On line s  1 through 12 unde r the  Cycle  Billing Month, J a nua ry
through December for each respective  column comple te  the  following:

1. On Line s  l to 12, e nte r the  monthly P P FAC Re ta il Ene rgy S a le s  (Mwh) a nd the
monthly Whole sa le  Na tive  Loa d Ene rgy S a le s  in columns  a  a nd b, re spe ctive ly.
The  sum of columns a  and b equa ls  the  Tota l Native  Load Energy Sa les  in column
c. Curre ntly, Whole sa le  Na tive  Loa d Ene rgy S a le s  include  Tra ditiona l S a le s -for-
Resale  and any Supplemental Sales.

2. On Line s  l to  12, e nte r the  monthly S ys te m Book Fue l a nd P urcha s e d P owe r
Cos ts  a nd  90% of the  monthly S ys te m Book Off-S ys te m S a le s  Re ve nue  in
columns d and e , respective ly:

The  s um of column d minus  e  e qua ls  the  monthly Ne t Na tive  Loa d P owe r
Supply Cos ts  in column f.
The  off-s ys te m s a le s  ma rgin is  e mbe dde d in  the  Ne t Na tive  Loa d P owe r
Supply Cost. The  costs  associa ted with the  off-system sa les  a re  included in the
System Book Fuel and Purchased Power Costs.
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Whe n the  S ys te m Book Off-S ys te m S a le s  Re ve nue  is  s ubtra cte d from the
S ys te m Book Fue l a nd P urcha se d P owe r Cos ts , the  diffe re nce  be twe e n the
off-s ys te m s a le s  cos ts  a nd re ve nue  e nds  up in the  Ne t Na tive  Loa d P owe r
Supply Cost. Tha t diffe rence  is  the  off-sys tem sa les  margin.
A lis t of the  items included in the  PPFAC sa le s  and cos ts  described above  will
be  included in the  PPFAC reporting schedules  filed with the  Commiss ion each
month.

3. On Line s  1 to 12, ca lcula te  the  P P FAC Re ta il P owe r S upply Cos ts , column g by
dividing the  P P FAC Re ta il Ene rgy S a le s  in column a  by the  Tota l Na tive  Loa d
Ene rgy S a le s  in  column c, the n multiply the  product by the  Ne t Na tive  Loa d

4. On Line s  1 to 12, ca lcula te  the  a mount re cove re d via  the  Commiss ion a pprove d
e mbe dde d ba se  fue l a nd purcha se d powe r ra te  by multiplying the  Re ta il Ene rgy
Sa les  in column a  by the  Commiss ion approved Base Cost of Fue l and Purchased
P owe r ra te  e nte re d in the  a bove  column he a ding the  re s ult which is  e nte re d in
column h.

5. On Lines  1 to 12, ca lcula te  the  amount recovered via  the  Forward Component ra te
by multiplying sa id ra te  by the  Re ta il Ene rgy S a le s  in column a , the  re sult which
is  ente red in column i.

6 . On line s  l to  12 , ca lcula te  the  re s pe ctive  le ve l of (Ove r)/Unde r Colle ction  in
column j by subtra cting the  Ba se  Ra te  P owe r S upply Re cove ry a nd the  Forwa rd
Compone nt Re cove ry from the  P P FAC Re ta il P owe r S upply Cos ts , columns  g
and h, respective ly.

An inte re s t ra te , ba sed on the  one -yea r Nomina l Trea sury Cons tant Ma turitie s  ra te  conta ined in
the  Fe de ra l Re se rve  S ta tis tica l Re le a se , H-15, is  a pplie d e a ch month to the  pre vious  month's
Tracking Account Ba lance . The  inte re s t ra te  is  adjus ted annua lly on the  firs t bus iness  day of the
calendar year in the  same manner as the  UNSE customer deposit ra te .

The  (Ove r)/Unde r Colle ction, the  Inte re s t a nd the  prior month 's  Tra cking Account Ba la nce
produce  the  current month's  ba lance .

D. Schedule 4: PPFAC True-Up Component Rate Calculation

Ente r the  appropria te  e ffective  pe riods  for the  Current and Proposed PPFAC-2 columns and then
comple te  the  following in each re spective  column:

1 . On  Line  l,  e n te r the  Fo rwa rd  Compone n t Tra c ldng  Accoun t Ba la nce  Horn
Schedule  3, Line13, column i.

2 .  On  Line  2 , e n te r the  True -Up  Compone n t Tra cking  Accoun t Ba la nce  from
Schedule  5, Line  8.

3 .  O n  Lin e  3 ,  e n t e r  t h e  s u m  o f  Lin e s  l,  a n d  2  t o  a r r iv e  a t  t h e  T o t a l
(RefL1ndable)/Collection Amount Balance .

4. On Line  4, ente r the  respective  Proj ected Energy Sa les  MWI1) .
5. On Line  5, e nte r the  Applica ble  True -Up Compone nt ra te  by dividing Line  3 by

Line  4.
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Reflect notes  as  appropria te .

E. Schedule 5: True-Up Component Tracking Account

Ente r the  appropria te : e ffective  da tes  for the  PPFAC Prior True-Up Component be ing tracked:

On Line  8, for Ma y a nd Line  1 for J une , e nte r the  True -Up Compone nt ba la nce  a s  of J une  1,
20XX. On Line  2, (P rior pe riod PPFAC True -Up Compone nt Ca lcula tion From Sche dule  4, Line
4) for June  e nte r a ny true -up for the  use  of prior pe riod e s tima te s , (i.e . prior e s tima te d Ma rch,
April and May True-Up Component ra te  applica tion revenues  to subsequent actua l da ta ), the  sum
of Line s  l a nd 2, to re fle ct the  Adjus te d True -Up Compone nt Be ginning Ba la nce  a s  of June  1,
20XX.

Each month, the  Applicable  True -Up Component ra te  is  multiplied by the  Re ta il Ene rgy Sa le s  to
ca lcula te  the  re ve nue  re ce ive d from the  Applica ble  True -Up Compone nt ra te . The  re ve nue  is
subtracted from the  Adjus ted Beginning Ba lance .

In te re s t is  a pp lie d  month ly based on the  e ffe ctive  one -ye a r Nomina l Tre a s ury Cons ta nt
Maturitie s  ra te  tha t is  conta ined in the  Federa l Rese rve  S ta tis tica l Re lease , H-15, or its  successor
publica tion. The  inte res t ra te  is  adj used annua lly on the  firs t business  day of the  PPFAC Year.

Reflect notes  as  appropria te .

8 .  COMP LIANCE REP ORTS

UNS E sha ll provide  monthly re ports  to S ta ffs  Complia nce  S e ction a nd to the  Re s ide ntia l Utility
Cons ume r Office  de ta iling a ll ca lcula tions  re la te d to the  P P FAC. A UNS E Office r s ha ll ce rtify
unde r oa th tha t a ll informa tion provide d in the  re ports  ite mize d be low is  Me  a nd a ccura te  to the
be s t of his  or he r informa tion a nd be lie f The s e  monthly re ports  s ha ll be  due  within 30 da ys  of
the  end of the  reporting period.

The  publicly a va ila ble  re ports  will include  a t a  minimum:

1 . The  P P FAC Ra te  Ca lcu la tion  (S che dule  1 ), Forwa rd  Compone nt a nd  True -Up
Compone nt Ca lcula tions  (S che dule s  2 a nd 4); Annua l Forwa rd Compone nt a nd,
True -Up Compone nt Tra cking Account Ba la nce s  (S che dule s  3 a nd 5). Additiona l
informa tion will provide  othe r re la tive  inputs  and outputs  such a s :

a . Tota l powe r a nd fue l cos ts .
b. Cus tomer sa le s  in both MWh and thousands  of dolla rs  by cus tomer cla ss .
c. Number of cus tomers  by cus tomer cla ss .
d. A de ta ile d lis ting of a ll ite ms  e xclude d from the  P P FAC ca lcula tions .
e . A de ta iled lis ting of any adjus tments  to the  adjus tor reports .

Tota l off-system sa les  revenues.
g. S ys te m los s e s  in MW a nd Mwh.
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h. Monthly ma ximum re ta il de ma nd in MW.

2. Identifica tion of a  contact pe rson and phone  number from UNSE for ques tions .

UNS E sha ll a lso provide  to Commiss ion S ta ff monthly re ports  conta ining the  informa tion lis te d
be low. These  reports  sha ll be  due  within 30 days  of the  end of the  reporting pe riod. All of the se
additiona l reports  mus t be  provided confidentia lly.

A. Informa tion for e a ch ge ne ra ting unit will include  the  following ite ms  :
1. Ne t ge ne ra tion, in MWh pe r month, a nd 12 months  cumula tive ly.
2. Average  hea t ra te , both monthly and 12-month ave rage .
3. Equiva lent forced-outage  ra te , both moodily and 12-month ave rage .
4. Outa ge  informa tion for e a ch month including, but not limite d to, e ve nt type ,

start da te  and time, end date  and time, and a  description.
5. Tota l Rie l cos ts  pe r month.
6. The  fue l cos t pe r kph pe r month.

B. In fo rma tion  on  powe r purcha s e s  will inc lude  the  fo llowing  ite ms  pe r s e lle r
(information on economy interchange purchases may be  aggregated) :
1. The  qua ntity purcha s e d in Mwh.
2. The  demand purchased in MW to the  extent specified in the  contract.
3. The  tota l cos t for demand to the  extent specified in the  contract.
4. The  tota l cos t of e ne rgy.

c. Informa tion on off-sys te m sa le s  will include  the  following ite ms :
l. An ite miza tion of off-sys te m sa le s  ma rgins  pe r buye r.
2. De ta ils  on nega tive  off-sys tem sa le s  margins .

D. Fue l purcha se  informa tion sha ll include  the  following ite ms :
1. Na tura l ga s  inte rs ta te  pipe line  cos ts , ite mize d by pipe line  a nd by individua l

cost components, such as reservation charge, usage, surcharges and fuel.
2. Na tura l gas  commodity cos ts , ca tegorized by short-te rm purchases  (one  month

or le s s ) a nd longe r te rm purcha s e s , including price  pe r the rm, tota l cos t,
supply bas in, and volume by contract.

E. UNSE will also provide:
1. Monthly projections for the next 12-month period showing estimated

(Over)/undercollected amounts.
2. A summary of unplanned outage costs by resource type.
3. The data necessary to alive at the System and Off-System Book Fuel and

Purchased Power cost reflected in the non-confidential filing.
4. The data necessary to arrive at theNativeLoad Energy Sales MWh reflected

in the non-confidential filing.

Work pa pe rs  a nd othe r docume nts  tha t conta in proprie ta ry or confide ntia l informa tion will be
provide d to the  Commiss ion S ta ff unde r a n a ppropria te  prote ctive  a gre e me nt. UNS E will ke e p
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fue l a nd  purcha s e d  powe r invoice s  a nd  contra cts  a va ila b le  for Commis s ion  re vie w. The
Commis s ion  ha s  the  righ t to  re vie w the  p rude nce  of fue l a nd  powe r purcha s e s  a nd  a ny
ca lcula tions  a s s ocia te d with the  P P FAC within XX ye a rs  of thos e  cos ts  be ing incurre d. Any
cos ts  flowed through the  PPFAC a re  subj e t to re fund, if those  cos ts  a re  found to be  imprudently
incurre d.

9 .  ALLOWABLE COS TS

A. Aceounts

The  a llowable  PPFAC cos ts  include  iii e l and purchased power cos ts  incurred to provide  se rvice
to re ta il cus tome rs . Additiona lly, the  prude nt dire ct cos ts  of contra cts  use d for he dging sys te m
fue l a nd purcha se d powe r will be  re cove re d unde r the  PPFAC. The  a llowa ble  cos t compone nts
include  the  following Fede ra l Ene rgy Regula tory Commiss ion ("FERC") accounts :

501 Fue l (S team)
547 Fue l (Othe r P roduction)
555 Purchased Power
565 Whee ling (Transmiss ion of Electricity by Othe rs )

The se  a ccounts  a re  subje ct to cha nge  if the  Fe de ra l Ene rgy Re gula tory Commiss ion a lte rs  its
accounting requirements  or de finitions .

B. Other Allowable Costs

[11 addition to the  fue l and purchased power cos ts  in the  above  mentioned FERC accounts , the
following cos ts  will a lso be  recovered through the  PPFAC :

Energy procurement, scheduling and management fees  a lloca ted to UNSE from TEP.
Credit costs  necessary to support fue l and purchased power contracts
Any a nd a ll fe de ra l a nd/or s ta te  ca rbon ta xe s  a pplie d to UNS E's  ge ne ra tion or fue l
and purchased power contracts
Outs ide  le ga l e xpe ns e s  incurre d to litiga te  fue l a nd purcha s e d powe r ma tte rs  on
be ha lf of UNS E's  cus tome rs , s uch a s  pipe line  a nd tra ns mis s ion ra te  ca s e s  a nd
contract disputes
Amortized inte rs ta te  pipe line  and e lectric transmiss ion inte rconnection cos ts

June 12, 2007 P age  1 I
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1

1 Q- Please state your name and address.

2 A.

3

My na me  is  Edmond A. Be ck. My bus ine s s  a ddre s s  is  Tucs on Ele ctric P owe r Compa ny

("TEP"), P .O. Box 711, Tucson, Arizona  85702.

4

5 Q- Are you the same Edmond A. Beck that filed Direct Testimony in this case?

6 A. Ye s .

7

8 Have  you  reviewed Mars ha ll Magrude r's  Direc t Tes timony in  th is  ca s e?

9

Q~

A. Ye s  S ha ve .

10

11 Q-

A.

Can you p leas e  g ive  your ove ra ll impres s ion  of Mr. Magrude r's  Direc t Tes timony?

12 Mr. Magruder discusses  a t length issues  re la ted to re liability. The  specific issues  he  ra ises

13 a re  a ddre sse d in othe r docke ts  a t the  Commiss ion. In fa ct, the re  ha s  be e n e xte ns ive

14

15

te s timony and hearings  on many of the  issues  he  tries  to - aga in - ra ise  here . We do not

be lieve  tha t it is  appropria te  to try and re -litiga te  those  issues  in this  ra te  case .

16

17 Q-

18

Even so, are there any items within his reliability testimony you feel should be

addressed in this case?

19 A.

20

2 1

22

23

24

25

26

Ye s , the re  a re  s e ve ra l ite ms  whe re  Mr. Ma grude r's  Dire ct Te s timony is  ina ccura te . Firs t,

Mr. Ma grude r s e e ms  to  ind ica te  tha t UNS  E le c tric  ra te  ba s e  s hou ld  no t ta ke  in to

cons ide ra tion expenses  tha t were  incurred by Citizens  prior to UNS Electric taking control.

This  is  incorre ct. If infra s tructure  wa s  ins ta lle d to se rve  cus tome rs , whe the r by Citize ns  or

by UNS Electric, the  cos ts  incurred should be  cons ide red a s  pa rt of the  ra te  base . Second,

Mr. Ma grude r e qua te s  e le ctrica l loa d growth to popula tion growth. His  "e qua tion" is

inaccura te . While  the re  is  a  corre la tion be tween the  two - UNS Electric ha s  expe rienced a

la rge r increase  in load than popula tion growth. This  is  a  common phenomenon tha t most

27

1



2

1 e lectric utilitie s  expe rience . The  use  pe r cus tomer ("UPC") ha s  been growing in the  recent

2 pa s t.

3

4

5

6

7

8

9

10

11

12

13

Third, Mr. Ma glmde r ma y ha ve  e xpe rie nce  with milita ry us e  of turbine s  in the  U.S . na vy

but this  does  not equa te  to e lectric utility ope ra tion of turbines . Electric utilitie s  ope ra te  the

e quipme nt in a  more  controlle d ma nne r to re duce  ma inte na nce  a nd e xte nd s e rvice  life .

Also genera tion capabilitie s  a re  based on va rious  ra tings . Namepla te  ra tings  a re  the  output

a t the  te rmina ls  of a  generator a t a given e leva tion. The re  is  an adjus tment to output based

on va ria tions  in e le va tion. Also, whe n a  unit is  ins ta lle d in a  pla nt a uxilia ry loa d should be

subtra cte d from the  a djus te d na me pla te  ra ting to ge t a  "nomina l" ca pa bility. Auxilia ry loa d

includes  the  equipment required to ope ra te  the  turbine  such a s  pumps  and fans . In a  Navy

insta lla tion aboard a  ship a  turbine  is  not exposed to the  impacts  of inte rconnection across  a

transmiss ion grid tha t plays  on role  in the  use  of the  turbines .

14

15

16

17

18

19

20

21

So, while  Mr. Magrude r may have  expe rience  with the  gene ra l concepts  rega rding turbine

ope ra tions , it is  a  fa r cry to the n procla im to ha ve  e xte ns ive  e xpe rtis e  in how ge ne ra tion

works  within a  tra nsmiss ion grid. It ta ke s  subs ta ntia l time , tra ining a nd a ctua l e xpe rie nce

working in the  utility indus try for some one  to re a ch the  point whe re  he  or she  ca n "pla n"

tra nsmiss ion. None  of Mr. Ma gnlde r's  e xpe rie nce  involve s  e nsuring tha t utility cus tome rs

rece ive  re liable  ene rgy and planning gene ra tion, transmiss ion and dis tribution tha t a ffects

an inte rs ta te  and regiona l grid.

22

23 Q- Does that conclude your Rebuttal Testimony?

24 A. Ye s .

25

26

27
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1 . INTRODUCTION.

Q- Please state your name and business address.

My na me  is  D. Be ntle y Erdwurm. My bus ine s s  a ddre s s  is  One  S outh Church Ave nue ,

Tucs on, AZ 85701.

Q- Are you the same D. Bentley Erdwurm who filed Direct Testimony in this case?

Ye s .

Q- What is the Purpose of your rebuttal testimony?

This testimony:

l. Corrects an inadvertent error in the classification of transformer costs, which leads

to a lowering of proposed customer charges,

Switches the allocation of purchased power from 100% average and peaks, to a mix2.

3.

of average and peaks and energy,

Supports the conservation-oriented inclining block structure for residential and

5.

6.

smalle r commercia l cus tomers ,

S upports  the  "s upe r-pe a k" a pproa ch to time -of-us e  ra te  de s ign, a nd offe rs  a n

a lte rna tive  to s have  one  hour off the  winte r evening peak,

S upports  the  propos e d re quire me nt tha t time -of-us e  be  ma nda tory for ne w a nd

moving re s identia l and s ma ll commercia l time  of us e  cus tomers , and manda tory for

a ll la rge r commercia l and indus tria l cus tomers ,

Supports  lowering the  Large  Power Service  demand charges  on cus tomers  rece iving

s e rvice  a t le s s  than 69 kg,

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

7.

8.

Supports  combining Santa  Cruz and Mohave  ra tes ,

P ropos e s  to  re ta in the  Me dica l CARES  progra m a s  s e pa ra te  from the  ge ne ra l

CARES  progra m; a nd

A.

A.

4.

1



Supports  the  Company's  position on misce llaneous se rvice  fees .

1 . Customer Charges.

Q- Do you desire to amend your customer charge recommendations in this case?

Ye s . In the  cla s s  cos t-of-se wice  s tudy file d with the  Compa ny's  dire ct ca se , tra ns forme rs

were  inadve rtently cla ss ified a s  a  cus tomer-re la ted cos t. This  was  a  mis take , transformers

should have  been class ified as  a  demand-re la ted cos t, ra the r than a  cus tomer re la ted cos t.

The  Company intended to se t cus tomer cha rges  a t cos t-based leve ls  us ing a  "ba re -bones"

approach. I me a n  a  cus tome r cha rge  cove ring  on ly the  cos ts  fo r

me te ring, me te r-re a ding, billing, a nd the  s e rvice  drop. The  Compa ny ha s  re ca lcula te d

re s ide ntia l a nd s ma ll comme rcia l cus tome r cha rge s  us ing the  ba re -bone s  a pproa ch a s

shown in the  following ta ble :

By "bare-bones",

Cost
from
Dire c t Te s t.

Direct
Testimony.
Cost. Charge

Cost
As amended

Adjusted
Cust. Charge

Residential $12.63

Sm. Gen. Service $17.74

$ 8.00

$12.00

$ 7.71

$12.25

$ 7.70

$12.00 (no
cha rge  firm
dire ct)

UNS Electric notes  tha t reductions  in proposed customer charges  will necess ita te  increases

in ene rgy cha rges  (S /kwh) to ma inta in full revenue  recove ry.

1

2

3

4

5

6

7

8

9

10

11
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20
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23

24

25

26

27

Q- Did Staff and RUCO address the customer classification issue in their respective

Direct Testimonies?

Ye s . Ms . Ma ryle e  Dia z Corte z for RUCO - in he r Dire ct Ra te  De s ign Te s timony on pa ge

3 a t line s  11 through 13 .- s ta te s  tha t s he  did not a gre e  tha t a  portion of the  curre nt

commodity cha rge  s hould be  s hifte d to the  fixe d monthly minimum. But S ta ff witne s s

Frank W. Radigan .... in his  Direct Tes timony on page  16 a t lines  7 through 24 - s ta te s  tha t

A.

A.

9.

2



1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

"while  the  CCOSS (cla ss  cos t of se rvice  s tudy) pre sented by the  Company does  jus tify the

increase  in the  cus tomer cha rge  proposed for most se rvice  cla ss ifica tions , it should a lso be

note d tha t a  la rge portion of the  cos ts  a lloca te d to the  cus tome r compone nt is  for line

tra ns forme rs ." Give n tha t Mr. Ra diga n thought tha t the  Compa ny wa s  a tte mpting to

es timate  a  customer component of dis tribution plant often class ified as  non-coincident peak

and demand-re la ted, he  sugges ted tha t in future  cases  the  Company should ...... at least for

compa ra tive  purpos e s  - a pply wha t is  typica lly ca lle d the  "ze ro inte rce pt me thod" (Mr.

Ra diga n re fe rs  to  it a s  the  "minimum in te rce pt me thod" in  h is  Dire ct Te s timony) for

ca lcula ting customer components .

Mr. Radigan furthe r notes  - in his  Direct Tes timony on page  16 a t lines  9 through 14 -.- tha t

the  "l992  NARUC Ele ctric  Utility Cos t Alloca tion  Ma nua l re cogn ize s  tha t the re  a re

va rious  wa ys  to  a lloca te  the  dis tribution cos ts  be twe e n a  de ma nd compone nt a nd a

cus tome r compone nt a nd it be lie ve s  tha t the  mos t a ccura te  me thod is  the  us e  of the

min imum in te rce p t me thod . Un d e r th e  min imu m in te rce p t me th o d ,  a  re g re s s io n

ca lcula tion is  pe rforme d to de te rmine  the  a mount of e quipme nt ne ce s sa ry to jus t supply

s e rvice  to a  cus tome r tha t us e s  no powe r. The  ze ro inte rce pt me thod give s  the  pe rce nt

breakdown of costs  tha t should be  class ified as  customer costs ."

The  reca lcula ted customer charges in the  table  above  are  based on the  bare-bones method,

which wa s  the  origina lly-inte nde d a pproa ch. In the  future  filings , howe ve r, the  Compa ny

a ls o will pre s e nt the  re s ults  of the  ze ro inte rce pt - which Mr. Ra diga n re fe rs  to a s  the

minimum inte rcept me thod - for compara tive  purposes .
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1 8

1 9

2 0
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2 2
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2 4
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Q- Please briefly discuss the zero intercept and minimum system methods.

Mr. Ra diga n ga ve  a  brie f de scription of the  ze ro inte rce pt me thod in his  Dire ct Te s timony.

As  mentioned, a  regre ss ion line  is  used, the  cos t to se rve  a  "hypothe tica l" cus tomer us ing

A.
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1

2

3

4

5

6

7

8

no powe r is  e s tima te d  a s  the  "y" va lue  (y is  the  de pe nde nt va ria ble  "cos t to  s e rve ")

corre sponding to a n "x" va lue  of ze ro (x is  the  inde pe nde nt va ria ble  "cus tome r s ize  ba se d

on usa ge "). Mr. Ra diga n corre ctly note s  tha t this  the ore tica l a pproa ch doe s  ha ve  support.

Critics  of the  ze ro inte rce pt a pproa ch point out tha t it pushe s  the  limits  of the  re gre s s ion

technique . Typica lly, re gre s s ion e s tima te s  a re  mos t a ccura te  ne a r the  "ce nte r" of the

obs e rve d da ta . Whe n one  move s  to ca s e s  of cus tome rs  with no us a ge  .- we ll be low the

minimum usage  leve l seen in actua l da ta  - ones  expecta tion of accuracy fa lls  s ince  none  of

the  "re a l" da ta  is  clos e  to the  "wha t-if" s ce na rio. To re ctify this  proble m, s ome  a na lys ts

use  a  "minimum sys tem" approach to e s tima te  cus tomer-re la ted cos ts . Ana lys ts  supporting

the  minimum sys te m inquire  a s  to wha t is  the  sma lle s t ca pa city sys te m tha t ca n be  built

with ma te ria ls  comme rcia lly a va ila ble  toda y. This  s ma ll s ys te m ca nnot be  s ca le d ba ck

furthe r if usa ge  fa lls . We  ca n sa y, the re fore , tha t the  cos t to build the  minimum sys te m is

a ll cus tomer-re la ted.
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Q, Why did you base the corrected customer charges on the "bare bones" approach?

I wa nte d to be  cons is te nt with pa s t Commis s ion pre ce de nt for Tucs on Ele ctric P owe r

Compa ny ("TEP"), a nothe r UniSource  Ene rgy Corpora tion ("UniSource  Ene rg3t') a ffilia te .

"Ba re -bone s" ha s  be e n a  worka ble  a pproa ch for TEP  s ince  the  e a rly l990's . For TEP , the

ba re -bone s  a pproa ch is ola te s  a  ve ry s e le ct a nd limite d group of cos ts  which a lmos t a ll

pa rtie s  agree  a re  cus tomer-re la ted fixed cos ts  (i.e ., me te ring, me te r reading, billing and the

s e rvice  d rop), a nd  re cove rs  the s e  cos ts  th rough  fixe d  month ly cus tome r cha rge s .

Argume nts  ove r "gra y-a re a " is s ue s  (e .g ., whe the r pa rt o f the  d is tribu tion  s ys te m is

cus tome r-re la te d) a re  a voide d, a nd time  ca n be  de vote d to othe r is s ue s  in the  ca s e . An

added "bonus" of the  ba re -bones  approach is  tha t unde r ra te  unbundling for direct access ,

three  of the  customer charge  components  (i.e ., mete ring, mete r reading, and billing) may be

provide d by third pa rty provide rs . Compa nie s  us ing the  ba re -bone s  a pproa ch a re  we ll-

prepared to present unbundled ra te  components , s ince  these  ca lcula tions  a re  a ll pa rt of the

A.
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1 bare -bones  "workpapers".

2

3

4

5 vie w the  cus tome r cha rge  a s  a  "pa yme nt for nothing",

6

7

8

9

Second, the  "bare-bones" approach produces some of the  lowest monthly customer charges

of a ny s ta nda rd a pproa ch. This  e licits  a n initia l pos itive  re a ction from ma ny cus tome rs ,

who ofte n - a nd incorre ctly - and

from the  Commis s ion, which ha s  his torica lly be e n more  tha n willing to ke e p this  vis ible

a nd e a sy-to-de scribe  cha rge  low. More ove r, holding the  line  on cus tome r cha rge s  he lps

mitiga te  pe rce nta ge  incre a s e s  to the  s ma ll low-us e  cus tome rs , which he lps  e ncoura ge

reduced consumption.

10

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

Ke e p in mind, howe ve r, tha t lowe r cus tome r cha rge s  a re  not a lwa ys  "be tte r" from the

s ta ndpoint of ma tching cos t to re ve nue s . Ma king sure  cos ts  a nd re ve nue s  ma tch should

a lwa ys  be  the  pa ra mount goa l in ra te  de s ign. But the  "ba re -bone s" cus tome r cha rge  ha s

worke d for TEP  in the  pa s t. In the  re ce nt TEP  ca s e  file d in J uly 2007, I a ls o propos e d

"ba re -bones" cus tomer cha rges . For TEP , his torica lly the re  ha s  be e n e nough re ve nue

s ta bility unde r "ba re -bone s " ra te  de s ign to ins ure  tha t fixe d cos ts  a re  cove re d with both

highe r tha n norma l a nd lowe r tha n norma l a ctua l usa ge . Ba se d on the  pa rticula rs  in this

case, I have  no rea son to be lieve  tha t the  "ba re -bones" cus tomer cha rge  approach will not

work for UNS  Ele ctric, a nothe r Arizona  e le ctricity dis tributor s e rving prima rily low de se rt

communities  and our s is te r e lectric company under UniSource  Energy.

2 1

22 Q-

23

You state that matching cost and revenues is the key goal in rate design. Can this be

in conflict with the "bare-bones" approach?

24

25

26

27

Yes . In the  UNS Gas  ca se  filed in 2006, I discussed the  advantages  of cus tomer cha rge s

tha t exceeded "ba re -bones" cha rges . In  the UNS Ga s  ca s e , I a rgue d tha t the re  wa s  a

disconnect be tween dis tribution cos ts  and usage  leve ls , within a  cla ss , dis tribution cos t to

se rve  was  not necessa rily corre la ted with gas  usage . Loca tion within the  sys tem was  often

A.
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more  re levant to dis tribution cos ts . In the  UNS Gas  ca se , holding cus tomer cha rges  a t low

le ve ls  would ha ve  re s ulte d in re la tive ly high volume tric cha rge s . High-use  cus tome rs

within a  cla s s  would the re fore  be  pa ying more  tha n the ir cos t to s e rve . In the  UNS  Ga s

ca s e , I note d  tha t Fla gs ta ff ga s  cus tome rs  ofte n  s ubs id ize  low-us e , low de s e rt ga s

cus tomers . This  is  inequitable , and pa rt of why I sa id tha t lower cus tomer cha rges  a re  not

a lways best. The  specifics  of each case  must be  examined to de te rmine  the  best way to se t

customer charges.

2. Purchas ed Power Alloca tion  (Average  And Peaks  V. Energv).

Q- Does Mr. Radigan question the use of average and peaks for allocating Purchased

Power (Accounts 555 and 565)?

Yes . In the  initia l filing, Accounts  555 and 565 were  a lloca ted on the  bas is  of ave rage  and

pe a ks . Mr. Ra diga n dis cus s e s  the  e ffe ct on cos t a lloca tion a nd cla s s  ra te s  of re turn of

cha nging this  a lloca tion to e ne rgy. Spe cifica lly in his  Dire ct Te s timony from pa ge  6 a t line

24 through pa ge  7 a t line  7 - Mr. Ra diga n indica te s  tha t more  s tudy of the  Compa ny's

purcha s e d powe r cos t could he lp in choos ing a  be s t a lloca tion me thod. Give n wha t Mr.

Radigan perce ives are  unresolved issues in the  class  costs  of service  s tudy, he  recommends

that the study not serve as a  basis for the proposed revenue increase by class.
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Q- Please comment on the issues raised by Mr. Radigan with respect to Purchased Power

If UNS Electric had the  facilitie s  such tha t it could gene ra te  its  own power requirements , a

portion of production cos ts  - including re turn on ne t ge ne ra tion pla nt a nd the  a s socia te d

income  ta x, prope rty ta xe s  re la te d to production pla nt, a nd non-fue l O&M e xpe ns e s  ..

would the n be  a lloca te d on a ve ra ge  a nd pe a k a nd fue l would ha ve  be e n a lloca te d on

energy. If the  portions  we re  ba s e d on TEP , the n 50% of production cos t ("ca pa city")

would be  based on average  and peaks and 50% of production costs  ("fue l") would be  based

A.

A.
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on energy. be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fue l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Ele ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer ca se load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in  lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city'

portion to be  a lloca ted based on average  and peaks  would be  less  than the  50% applicable

to TEP .

Q- Do you desire to amend your allocation approach for Purchased Power?

Given tha t the  UNS Electric sys tem does  have  a  lower load factor than TEP, and le ss  (a s  a

pe rce nta ge ) of the  type  of high loa d fa ctor indus tria l loa d tha t is  found in the  TEP  se rvice

te rritory, I propos e d the  future  us e  of a  purcha s e  powe r a lloca tion fa ctor tha t is  40%

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy. This  fa ctor will a pply to Accounts  555 a nd 565, a nd

re pre s e nts  a  cha nge  in a lloca tion from 100% average  and pe a ks , a s  file d. The  40%

"ca pa city", 60% "fue l" a s s umption is not based on a  s pe cific s tudy, but is  ins te a d a n

a ttempt to "fine -tune" the  approach presented in my Direct Tes timony.

Q- Does this change affect the base rate fuel component allocation?
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Ye s . The  ba se  ra te  fue l compone nt will de cre a se  for re la tive ly lowe r loa d fa ctor cla s se s ,

and increase  for highe r load factor cla sse s . The  tota l recove red through the  component is

unaffected. For e xa mple , the  re s ide ntia l compone nt a s  file d  wa s  $0.077178. The

recalcula ted number based on the  revised a llocation is  $0.073771, a  4.4% decrease .
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Q- Allocating purchased power on 100% energy was another option you could have

chosen. Why did you choose in your Direct Testimony 100% average and peaks

instead of 100% energy?

The  use  of average  and peaks  recognizes  the  importance  of both demand and energy (i.e .,

load factor) when de te rmining the  cos ts  to se rve  cus tomers . Customers  who a re  lower load

factor ... tha t is  require  re la tive ly la rge  power requirements  for short dura tion - typica lly pay

a  highe r price  pe r kph. This  follows  from s imple  microe conomic the ory be ca us e  a  fixe d

(capacity) cos t is  spread ove r re la tive ly few kph. Tha t is , ave rage  fixed cos ts  rise  a s  sa le s

de cre a se  (or conve rse ly, a ve ra ge  fixe d cos ts  de cline  a s  s a le s  incre a se ). For e xa mple ,

a s s ume  tha t $1.44 in monthly fixe d cos t mus t be  colle cte d from e a ch of two cus tome rs ,

Cus tome r A a nd Cus tome r B, on a  volume tric ba s is . Furthe r a s s ume  tha t A is  a  l kW

100% loa d fa ctor cus tome r us ing 720 kph in  a  30-da y month . B is  a  l kW 10% loa d

fa ctor cus tome r us ing 72 kph in a  30-da y month. The  volume tric cha rge  a pplica ble  to A

would be  2 mils  ($0.002) pe r kph, while  the  volume tric cha rge  for B would be  2 ce nts

($0.020) pe r kph. The  volume tric cha rge  for the  high loa d fa ctor cus tome r A is  only one -

tenth the  charge  applicable  to the  low-load factor customer B.
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Q- Mr. Radigan says your "theory" is out of touch with today's purchased power

markets. Do you agree?

No. Mr. Ra diga n us e s  a n ove rly s implis tic a rgume nt tha t UNS  Ele ctric curre ntly buys

powe r from P inna cle  We s t Ca pita l Corpora tion ("PWCC") on a  volume tric ba s is  a t a  fixe d

price  pe r Mwh. This  is  not incons is te nt with my cla im tha t the  a ve ra ge  price  of purcha se d

powe r is  influe nce d by loa d fa ctor. Whe n P WCC a gre e d to s e ll powe r to UNE Ele ctric,

P WCC wa s  we ll a wa re  of UNS  Ele ctric's  loa d cha ra cte ris tics . Ha d P WCC be e n se lling a

100% load factor block of power with the  same  leve l of peak demand, the  ave rage  price  of

this  high-load factor block would like ly have  been lower than the  ave rage  price  of the  UNS

Ele ctric purcha se d powe r. In othe r words , the  fixe d price  pe r MWh is  like ly de te rmine d by

8



1

2

3

4

looking a t the  ove ra ll loa d fa ctor for the  s e rvice  a re a  UNS  Ele ctric now s e rve s . The  fa ct

tha t today's  ma rke tplace  is  de regula ted - a s  Mr. Radigan indica te s  in his  Direct Tes timony

on page  5 a t lines  9 through 10 .... only makes me more  comfortable  in my assertion tha t the

high-loa d-fa ctor block s hould be  price d a t a  lowe r le ve l. This  is  be ca us e  a s  ma rke ts

be come  more  compe titive , price s  te nd to be  drive n clos e r to long-run a ve ra ge  cos ts  of

providing the  s e rvice , a nd high-loa d fa ctor s e rvice  is  le s s  e xpe ns ive  to provide  s ince

ave rage  fixed cos ts  decline  a s  sa le s  increase  (i.e ., a s  the  load factor increases  the  va lleys

(time s  with lowe r usa ge ) a re  "tille d in".)

3. Inclining (Inverted) Block Rate Structure.

Q- Have Staff and RUCO supported the implementation of your proposed tiered

inverted (Ne., inclining) block structure?
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A. RUCO s upports  imme dia te  imple me nta tion of the  inve rte d block s tructure . Ms .  Dia z

Corte z note d tha t UNS  Ele ctric curre ntly ha s  a  fla t-ra te  s tructure  for re s ide ntia l a nd sma ll

comme rcia l cus tome rs , a nd tha t UNS  Ele ctlic 's  propos e d ra te  s tructure  would s e nd a

s tronge r price  s igna l ba se d on the  highe r unit price  be yond a  se t kph le ve l (e .g., 400 kph

for re s identia l cus tomers .)

Mr.  F ra n k Ra d iga n  fo r S ta ff a g re e s  with  the  inve rte d  b lock conce p t in  p rinc ip le .

Unfortuna te ly, Mr. Ra diga n re comme nds  a ga ins t imple me nta tion in this  ca s e . This  is

be ca use  - a s  he  s ta te s  in his  Dire ct Te s timony on pa ge  13 a t line s  13 through 14 - "of the

re la tive ly small recommended ra te  increase  and the  increases  in the  cus tomer cha rge ." Mr.

R a d ig a n 's  a rg u m e n t a n d  S ta ffs  p o s it io n  is  ve ry p u z z lin g ,  b e c a u s e  o f S ta ff' s

re comme nda tions  for tie re d-inve rte d-block ra te  s tructure s  for othe r utilitie s . For ins ta nce ,

in  De cis ion  No. 67093 (J une  30, 2004), re ga rding s e ve ra l Arizona  Ame rica n  Wa te r

Compa ny ("AAWC") dis tricts , the  Commis s ion a dopte d S ta ff's re comme nda tion for a

9
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2

3

4

tie red-inve rted-block ra te  des ign because  it be lieved such encouraged wa te r consewa tionl

The  Commiss ion ma inta ine d the  inve rte d-block ra te  de s ign for AAWC's  P a ra dis e  Va lle y

dis trict in De cis ion No. 68858 (J une  28, 2006). The  Commis s ion a ls o a pprove d S ta ffs

tie re d -inve rte d -b lock ra te  de s ign  fo r Arizona  Wa te r Compa ny's  We s te rn  Group  in

De cis ion No. 68302 (Nove mbe r 14, 2005).2 We  ha ve  ta ke n the  de s ire  for inve rte d block

ra te  s tructure  to hea rt and propose  a  conse rva tion-oriented ra te  des ign while  mindful of the

need for revenue  s tability and foregoing any reques t for any type  of "e la s ticity adjus tment."

But now S ta ff appea rs  to have  changed its  tune  somewha t. The  fact tha t this  is  an e lectric

ra te  ca se  doe s  not me a n a  tie re d-inve rte d-block ra te  s tructure  ca nnot be  imple me nte d. If

conse rva tion is  an important goa l to the  Commiss ion, then Mr. Radigan's  a rgument seems

to be against policy.
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2 0

2 1

2 2

23

2 4

Cons e que ntly, I wa s  rd<e n a ba ck by Mr. Ra diga n's  re a s oning a ga ins t imple me nting a

tie re d-inve rte d-block ra te  de s ign for UNS  Ele ctric. Furthe r, Mr. Ra diga n fre ts  ove r a

cus tomer charge  increase  coupled with a  firs t block l1 S[ 500 kph) energy charge  decrease

because , for example , the  pe rcentage  increase  for a  no-usage  bill would be  la rge r than the

pe rce nta ge  incre a se  for a  low-use , firs t block bill (e .g., a  350 kWh/month bill), but ma y be

sma lle r tha n the  incre a se  for a  high-use , uppe r block bill (e .g., a  4,000 kWh/month bill).

But cus tomers  face  va rying pe rcentage  increases  - depending on usage  - for othe r utilitie s .

I do not think our cus tome rs  will be  too tra uma tize d by s ome  va ria tion in  pe rce nta ge

incre a s e s . The  inve rte d block ra te  is  a  good ra te  de s ign cha nge  for UNS  Ele ctric, a nd I

be lieve  tha t most s takeholders  can handle  the  pro-conservation change  for the  be tte r.

25

26

27

In a ddition, I a m typica lly more  conce rne d a bout ra te  de s ign cha nge s  whe n the  ove ra ll

incre a s e  is  re la tive ly high, give n tha t s ome  cus tome rs  will be  a ffe cte d by a n incre a s e

1 Page 42 and Finding of Fact No. 53.
2 Pages 40 through 43 and Finding of Fact No. 40.
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associa ted with the  ra te  design change  as  well as  a  share  of the  la rge  overa ll increase . This

"compounde d incre a se " ca n cre a te  the  type  of ra te  shock tha t should be  of conce rn to a ll

involve d. Give n tha t Mr. Ra diga n ha s  cha ra cte rize d the  Compa ny's  ove ra ll incre a s e  a s

re la tive ly sma ll, the  Commiss ion should a lso a pprove  consolida ting ra te s  for Moha ve  a nd

S a nta  Cruz County, which wa s  supporte d by RUCO a nd "pra is e d but pos tpone d" by Mr.

Radigan.

4. "Super-Peak" Time-of-Use; Alternative Rate Design.

Q- Do RUCO and Staff support the TOU periods you have chosen?

Ye s . I be lie ve  it's  fa ir to s a y the  Compa ny, RUCO, a nd S ta ff support the  type  of supe r-

peak ra te s  (limited number of on-peak hours) a s  proposed in the  UNS Electric case . Based

on a  S ta ff da ta  re que s t a tta che d a s  Exhibit DBE-2, the re  s e e ms  to be  s ome  inte re s t in

shorte ning the  winte r e ve ning pe a k pe riod. The  Compa ny would not obje ct to moving the

hour from 5 p.m. to 6 p.m. to the  off-pe a k pe riod. The  winte r e ve ning pe a k pe riod would

then be  6 p.m. to 9 p.m.

Q- The data request from Staff asked to see a rate design with the last two hours (7 p.m.

to 9 p.m.) removed from the winter evening peak. Would this be acceptable to the

Company?
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A. No. Tha t ra te  de s ign is  a  re cipe  for dis a s te r, a s  it could cre a te  a n inte ns ifie d pe a k a t the

conclus ion of the  on-pe a k pe riod. Ma ny re s ide ntia l cus tome rs ' loa ds  a re  a ctua lly pe a king

a t 7:00 p.m. To s witch from "pe a k" to "off-pe a k" a t this  mome nt could e ncoura ge  loa d

spildng, a s  hundre ds  of he a ting sys te ms  switch on ove r a  pe riod of minute s . Eve n if the

sys tem as  a  whole  does  not reach a  da ily peak, ce rta in "pocke ts" of the  dis tribution sys tem

(e s pe cia lly thos e  conta ining a  la rge  pe rce nta ge  of "la te -pe a king" re s ide ntia l cus tome rs )

could re a ch a  loca lize d pe a k. Highe r loca lize d pe a ks  could re s ult in more  dis tribution

A.
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s pe nding.1

2

3

4

s. Ma n d a to ry Time -o f-Us e .

Q- Do  S ta ff a n d  RUCO s u p p o rt  UNS  Ele c t r ic ' s  m a n d a to ry t im e -o f-u s e  p ro p o s a l?

R UC O  s u p p o rts  im p le m e n t in g  m a n d a to ry TO U fo r  n e w a n d  m o v in g  re s id e n t ia l a n d

s m a lle r com m e rc ia l cus tom e rs .  Ms .  Dia z  Corte z  no te d  tha t UNS  E le c tric  ne e ds  to  s ta rt

from "ground ze ro" be ca us e  UNS  Ele ctric  doe s  not curre ntly ha ve  TOU ra te s .

S ta ff witne ss  Mr. Ra diga n - in a nothe r puzzling pos ition - is  a ga ins t ma nda tory TOU ra te s

and questions the  cost e ffectiveness of time-of-use  for these  customers because  of metering

costs .
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Q- Mr. Radigan .- in his Direct Testimony from page 8 line 21 through page 9 line 26 -

discusses how the cost for a new TOU meter outweighs the benefit some customers

would enjoy with TOU rates. Do you agree?

I do not a gre e with Mr. Ra diga n's  conclus ions , though he  doe s  ma ke  a  va lid point a bout

the  ne e d to cons ide r cos t-be ne fit a na lys e s . He  vie ws  th e  is s u e  fro m a  s h o rt-ru n

perspective , and reaches  a  predictable , anti-conse rva tion conclus ion. At present, the re  is  a

pos itive  cos t diffe re ntia l be twe e n a  non-TOU me te r a nd a  TOU me te r. Mr. Ra diga n

corre ctly points  out tha t the  me te r pre mium (he  a ppe a rs  to ha ve  use d the  full me te r cos t

ins te a d of the  diffe re ntia l be twe e n TOU a nd non-TOU.) ca n be  multiplie d by a  ca noing

cha rge  fa ctor (a ls o known a s  a  fixe d cha rge  ra te  ("FCR") or a  ca pita l re cove ry fa ctor

("CRF")) like  15% to a nnua lize  the  TOU pre mium. S o, cons ide ring only short te rm cos ts

a nd be ne fits , it ma y be  difficult for cus tome rs  to s hift e nough e ne rgy from pe a k to fully

jus tify TOU from a  pure  cos t pe rs pe ctive . Mr. Ra diga n's  a na lys is  notwiths ta nding, his

conclus ion is  fla we d be ca use  me te ring is  moving towa rd full time -of-use  functiona lity a nd

A.

A.

1 2



communica tions  ca pa bilitie s . P rude ncy re quire s  Mr. Ra diga n to ta ke  into a ccount the s e

inte rme dia te  te rm te chnology improve me nts . As  the  cos t o f s toring  informa tion  fa lls

e xpone ntia lly, the  cos t diffe re ntia l be twe e n time -of-use  a nd non-time -of-use  disa ppe a rs .

The re  will be  no s uch thing a s  a  non-time -of-us e  me te r. Ra diga n's  a rgume nt a ga ins t

manda tory time-of-use  quickly collapses .

Q- So, you still support mandatory TOU for new and moving residential and small

commercial customers, or any TOU for smaller residential and small commercial

1
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8
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19

2 0

21

A.

cus tomers?

Ye s , be ca us e  I look a t the  proble m from a  long-te rm pe rs pe ctive . With te chnology

improvements  and the  expans ion of smart me te ring, the  cos t-diffe rentia l be tween a  me te r

with TOU capabilitie s  and non-TOU mete rs  will disappea r ..... for the  s imple  reason tha t a ll

me te rs  will be  TOU ca pa ble . Non-TOU me te rs  will e ve ntua lly go the  wa y of the  bla ck

a nd white  te le vis ion, the y will be come  e xtinct.

22

In the  me a ntime , I do not wa nt to s e gme nt our cus tome rs  into thos e  for which TOU is

ava ilable , and those  we  will not offe r it to. Tha t ce rta inly does  not seem to be  sound policy.

UNS Ele ctric, a nd UniSource  Ene rgy's  othe r e le ctric utility, TEP  a re  both trying to e xpa nd

a cce pta nce  of TOU. For the  inte rim pe riod a nd until the  cos t diffe re ntia l dis a ppe a rs , we

mus t be  conte nt tha t the re  ma y be  s ome  cros s  s ubs idie s  a mong cus tome rs . But s ome

s ubs idiza tion a lre a dy e xis ts  be twe e n cus tome r cla s s e s , s o this  fa ctor s hould not be  a n

impe ne tra ble  ba le r to imple me nting TOU ra te s .

Q, Has the Commission previously taken a longer run view with respect to issues

involving conservation, demand side management, and renewables?

23

24

25

26

27

A. Ye s . Cle a rly, De cis ion No. 69127 (Nove mbe r 14, 2006) tha t a pprove d the  Re ne wa ble

Energy S tanda rd and Tariff ("RES") Rules  is  a  cla ss ic example  of the  Commiss ion taking a

1 3



long-tenn view a t promoting renewable s , even when not economica l in the  short-te rm. We

propos e  tha t the  s a me  type  of longe r-te rm vie w a pply to impla nta tion of the  Compa ny's

TOU proposa ls .

6. Large Power Service Demand Charges - Less Than 69 kg.

Q. In your Direct Testimony, why did you propose a lower demand charge for large

commercial and industrial service less than 69 kg?

A. The  diffe re ntia l in de ma nd cha rge s  for s e rvice  ove r 69 kV a nd unde r 69 kV is  too high. I

ha ve  done  no s tudy to de te rmine  a  more  e xa ct diffe re ntia l for UNS  Ele ctric, howe ve r, for

Arizona  Public Se rvice  Company, an ana logous  diffe rentia l is  a round $4.72 pe r kW-month

(s e e  AP S ' E-34, pa ge  l of 4, de live ry cha rge  diffe re ntia l s e conda ry to tra ns mis s ion), a s

opposed to the  la rge  $8.65 ($24.75-$16.10) pe r kW month diffe rentia l tha t currently exis ts

for UNS  Ele ctric. The  diffe re ntia l re pre s e nts  the  cos t for the  Compa ny to provide  the

transforma tion se rvices  to reduce  voltage  leve ls . While  I do not know, absent a  s tudy, how

the  APS cos t of transformation compares  to the  UNS Electric cos t of transformation, I have

no re a s on to be lie ve  it would va ry by more  tha n 50%. Eve n incre a s ing AP S ' $4.72 pe r

kW-month by 50% would support a  diffe rentia l of no more  than $7.08.

Q- Mr. Radigan for Staff opposes your proposal for a lower demand charge for large

commercial and industrial service less than 69 kg. Please discuss.
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Mr. Ra diga n's  conce rns  a re  unde rs ta nda ble . Eve n though I wa s  una ble  to provide  re sults

from a  s pe cific  s tudy in  re s pons e  to  Mr. Ra diga n 's  da ta  re que s ts , I hope  tha t S ta ff

re cons ide rs  its  pos ition  in  light of my a ns we r a bove . Give n  the  s ize  of the  curre nt

diffe re ntia l, the  ra te  de s ign cha nge  would proba bly ne e d to be  a ccomplis he d ove r two

ca s e s . The  $8.65 diffe re ntia l could be  na rrowe d to $7.00 now, which would s till provide

an opportunity for a  re finement based a  specific s tudy in a  future  case .

A.
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Q. Is there a practical reason to lower the demand charge for customers less than 69 kg?

Ye s . The  curre nt de s ign impose s  s ignifica nt cos ts  on low-loa d fa ctor cus tome rs . The re  is

no cos t-jus tifica tion for this .

7. Combining Santa Cruz and Mohave Rates.

Q- Have Staff and RUCO supported the Company's proposal to combine the Santa

Cruz and  Mohave  ra te s ?

RUCO and Ms. Diaz Cortez support the  Company's  proposa l to combine  ra te s  in this  case .

Unfortuna te ly, S ta ff a nd Mr. Ra diga n ba lk a t imple me nting a  be ne ficia l propos a l. Mr.

Radigan opposes  consolida tion he re , but supports  it in gene ra l, which makes  little  sense . It

is  a nothe r puzzling pos ition in a  se rie s  of puzzling pos itions  S ta ff a nd Mr. Ra diga n ta ke  in

this  case . Mr. Radigan's  hypersens itivity to change  runs  counte r to the  public inte re s t - and

is  pa rticula rly odd be ca use  Mr. Ra diga n ha s  a lre a dy conce de d tha t the  ove ra ll incre a se  is

re la tive ly s ma ll. This  is  the  opportune  time  to imple me nt UNS  Ele ctric's  propos a l, which

provide s  a  dis tinct be ne fit to S a nta  Cruz County cus tome rs  with little , if a ny, notice a ble

impa ct to Moha ve  County cus tome rs . Ma inta ining the  s ta tus  quo is  ce rta inly not in the

public inte res t, s ince  it pe rpe tra tes  an inequity tha t could eas ily be  e limina ted.

8. Cares  and  Medica l Ca re s .

Q- Do you wish to expand your proposals for the CARES program?
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2 4

25
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A. Ye s . Curre ntly, CARES  a nd Me dica l CARES  a re  offe re d a s  s e pa ra te  progra ms . In my

Dire ct Te s timony, I propos e d s implifying the  progra ms  s uch tha t no dis tinction would be

ma de  be twe e n  CARES  a nd  Me dica l CARES . The  Compa ny ha s  re cons ide re d this

pos ition, a nd conclude d tha t cus tome rs  with me dica l ne e ds  s hould re ce ive  a  s ome wha t

la rge r d is count. The  s ma ll incre me nta l a dminis tra tive  e ffort to  provide  the  s e pa ra te

A.

A.
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Me dica l CARES  progra m is  jus tifie d by the  pos itive  impa ct we  ca n ha ve  on our lowe r-

income customers  with medica l needs .

Q. How do  you  p ropos e  to  d iffe re n tia te  the  Me dic a l CARES  progra m from CARES ?
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10

I propose  a  $10.00 pe r-month discount for Me dica l CARES, a s  oppose d to the  $8.00 pe r-

mo n th  d is co u n t p ro p o s e d  fo r CARE S  g e n e ra lly. Th is  a d d itio n a l d is c o u n t will

approxima te ly ma inta in the  incrementa l discount tha t Medica l CARES cus tomers  currently

rece ive  in excess  of CARES customers  genera lly. propose  dirt both CARES  a nd Me dica l

CARES be  fla t discounts  unre la ted to usage .

Q- What happens under your proposal if the $8.00 CARES or $10.00 Medical CARES

discount exceeds the monthly bill?

In this  circums ta nce , the  dis count is  limite d to the  monthly bill; the  monthly bill is  ne ve r

made  nega tive  by the  discount. There fore , it is  more  precise  to characte rize  the  Company's

proposed discount for CARES a s  the  le sse r of $8.00 or the  monthly bill, and the  proposed

discount for Medica l CARES as  the  le sse r of $10.00 or the  monthly bill.

Q- Has RUCO supported your position on flat discounts, as opposed to usage-based

discounts for CARES?
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A. Ye s . Ms . Dia z Corte z for RUCO re a lize s  tha t it is  good public policy to de couple  re ce ipt

of a  low-income  dis count from us a ge . Re quiring a  low-income  cus tome r to us e  more

energy in order to rece ive  a  needed discount is  an anachronism ready for immedia te  phase-

out.

A.

A.
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9. Mis c e lla n e o u s  S e rvic e  Fe e s .

Q- How did you determine the proposed service fees that you supported in your direct

testimony?

The fees generally were cost-based. In some cases however, fee increases were reduced in

the interest of gradualism, and the proposed fee fell short of the cost-based fee.

Q~ In their respective Direct Testimonies, do Staff and RUCO support the Company's

proposed limited fee increases, or do they support the full cost-based fees?

Staff supported the limited fee increases, but RUCO proposed increasing service fees to

match actual cost-of-service,

Q- Since RUCO supports higher cost-of-service based fees, is the Company seeking to

amend its service fee proposal?

No. The Company will stick to its original proposal in the interest of gradualism. From

the Company's standpoint, changing the fee structure is a zero-sum game. UNS Electric

neither gains nor loses when the fees are reset during the context of a rate case. Fees are

an "other revenue item." Increasing the fees while holding all other items constant,

requires reducing sales revenue to hold total revenue at the required level. At issue is

fairness in how costs are split out among customers. Ms. Diaz Cortez states - in her Direct

Testimony on page 21 at lines 2 through 12 ...- that "these services should be priced at their

actual cost. If they are not, it will have the effect of having the general body of ratepayers

subsidizing the customers who utilize these services."

Q- Do

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7 A.

you share Ms Diaz Cortez's concern regarding unfair cross subsidies among

customers?

Yes. I share her concerns about cross subsidies, and I agree that ideally fees should be set

A.

A.

A.
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a t cos t. Howe ve r, I be lie ve  tha t the  Compa ny's  fe e  proposa ls  a re  the  a ppropria te  s te p in

this  ca s e . Fe e s  a re  e ithe r a t cos t or moving towa rd cos t. The  la rge s t incre a s e s  ca n be

implemented ove r two gene ra l ra te  ca se s . Full cos t-of-se rvice  fee s  will be  proposed in the

next general ra te  case.

Q- Though you favor the Company's original proposal, would you object to moving to

fully cost based fees now as RUCO proposes?

No. The  Compa ny could live  with e ithe r a pproa ch.

Q- Does this conclude your Rebuttal Testimony?
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Yes it does .

1 8



EXHIBIT

DBE-2



Exhibit DBE-2
Page 1 of 2

UNS  ELECTRIC, INC.'S  RES P ONS ES  TO
S TAFF'S  S IXTEENTH S ET OF DATA REQUES TS

DOCKET n o . E-04204A-06-0783
J uly 13, 2007

UNS Witness D. Bentley Erdwurm (CCOSS and Rate Design)

STF 16.3 How would the  TOU ra te s  proposed by the  Company change  if the  TOU
pe riods  for the  Winte r Billing Months  on-pe d< would run from 6:00 a .m.
10:00 a .m. and from 5:00 p.m. to 7:00 p.m. (7:00 p.1n. - 9:00 p.m. would
be  off-peak)?

a. If exact amounts  a re  not known, provide  the  Company's  bes t
estimates  and show in de ta il how such estimates  were  ca lcula ted.

RES P ONS E : This  ana lysis  was not prepared in the  ra te  case , and is  not readily
a va ila ble . Howe ve r, UNS Ele ctric will provide  the  re sponse  to this  da ta
request as  soon as  the  compila tion is  comple te . The  Company does  wish
to note , however, tha t a  des ign with this  specific two-hour winte r peak
evening pe riod (i.e ., without the  hours  ending 8:00 p.m. and 9:00 p.m.) is
flawed for the  reasons discussed in response  to STF 16.2 (load spikes),
and the  Company would oppose  the  approva l of this  specific des ign. The
design could actua lly result in the  crea tion of a  new peak demand a t the
be ginning of the  off-pe a k pe riod. More ove r, it would be  contra ry to the
dis tribution cons ide ra tions  discussed in STF 16.2. A more  a ttractive
a lte rna tive  is  to e ithe r e limina te  the  evening winte r peak pe riod (and only
have  a  morning peak period), or shave  an hour off the  beginning of the
evening peak period (i.e ., the  hour ending a t 6:00 p.m., the  winte r evening
pe a k pe riod would run iron 6:00 p.m..- 9:00 p.m.). The  Compa ny would
not oppose  a  three -hour winte r peak evening period with a  peak from 6:00
p.m..... 9:00 p.m.. The  Company will a lso include  this  des ign for the
res identia l class  in the  ana lysis  to be  submitted when comple ted.

RES P ONDENT : Bentley Erdwulm

WITNESS: Be ntle y Erdwurm

SUPPLEMENTAL
RESPONSE : In this  Supplementa l Response , the  Company will re fe r to the  S ta ff' s  ra te

design absent the  las t two hours  of the  peak period as  "Design A".
"Design B" is  the  three  hour winte r evening peak absent 5:00 p.m. to 6:00
p.m. As  indica ted in the  initia l Response  to this  da ta  reques t, the
Company be lieves  S ta ffs  Des ign A is  flawed and opposes  its
implementa tion. The  des ign diffe rences  a re  re flected in the  Diffe rentia ls
on the  filed ta riff shee ts .



Exhibit DBE-2
Page 2 of 2

UNS ELECTRIC, INC.'S RESPONSES TO
STAFF'S SIXTEENTH SET OF DATA REQUESTS

DOCKET no. E-04204A-06-0783
J uly 6, 2007

As filed, the  winte r on-peak Diffe rentia l is  +$0.00288 and the  winte r off-
peak Diffe rentia l is  -$0.01212. These  Diffe rentia ls  re flect a  1.5 cent
spread between on- and off-peak.

With Design A and a  1.5 cent spread be tween on- and off-peak, the  winter
on-peak Diffe rentia l is  +$0.00454 and the  winte r off-peak Diffe rentia l is
-$0.01046.

With Design B and a  1.5 cent spread be tween on- and off-peak, the  winter
on-peak Diffe rentia l is  +$0.00358 and the  winte r off-peak Diffe rentia l is

With Design A and a  2 cent spread be tween on- and off-peak, the  winte r
on-pe a k Diffe re ntia l is  +$0.0081l a nd the  winte r off-pe a k Diffe re ntia l is
-$0.01189.

With Design B and a  2 cent spread be tween on- and off-peak, the  winter
on-peak Diffe rentia l is  +$0.00684 and the  winte r off-peak Diffe rentia l is
-$0.01316.

The Company has offered designs wide both 1.5 cent and 2 cent spreads to
re flect the  fact tha t the re  a re  fewer on-peak hours  in Designs  A and B (i.e .,
seven winter on-peak hours as  opposed to e ight winter on-peak hours as
filed). The  Company be lieves  tha t Des ign B is  a  ve ry acceptable
a lte rna tive  to its  tiled ra te , a .nd it would not oppose  die  e limina tion of the
5:00 p.m. to 6:00 p.m. hour from the  winte r on-peak. P lease  see  STF 16.3
on the  enclosed CD for de ta il. The  Exce l spreadshee t on the  enclosed CD
is not identified by Ba tes  numbers .

RES P ONDENT: Be ntle y Erdwurm

WITNES S  : Be ntle y Erdwurm
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1 I. INTRODUCTION.

2

3

4

Q, Please state your name and address.

5

My na me  is  De nis e  A. S mith. My bus ine s s  a ddre s s  is  4350 E. Irvington Roa d, Tucs on,

Arizona .

6

7

8

Q- What is  your employment pos ition?

I a m the  Dire ctor of Cons e rva tion  a nd Re ne wa ble  P rogra ms  a t Tucs on Ele ct P owe r

Compa ny ("TEP "), UNS  Ga s , Inc. ("UNS  Ga s ") a nd UNS  Ele ctric, Inc ("UNS  Ele ctric" or

the  "Company"), collective ly re fe rred to a s  the  "UniSource  Ene rgy Companie s".

9

10

11

12

13

14

Q- Please describe your education and professional background.
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2 1

22

23

2 4

I gra dua te d from Northe rn  Arizona  Unive rs ity ("NAU") in  1991 e a rning a  Ba che lor of

S cie nce  de gre e  in Ma the ma tics  with a n e xte nde d ma jor in S ta tis tics  a nd the n comple te d

gra dua te  work in S ta tis tics  a t NAU. During my te nure  a t TEP , I comple te d a  Ma s te rs  of

Bus ine s s  Adminis tra tion a t the  Unive rs ity of P hoe nix. Afte r le a ving NAU, I wa s  hire d by

P ima  As s ocia tion  of Gove rnme nts  in  1992  in  the  Tra ve l Re duction  P rogra m, which

reduces  vehicle  emiss ions  by ta rge ting ma jor employers  to reduce  employee 's  trave l to and

from work.

25

26

2 7

Iwis  hire d in 1996 by TEP  a s  a  De ma nd-S ide  Ma na ge me nt ("DS M") Ana lys t, de ve loping,

a na lyzing a nd re s e a rching ne w DS M a nd e ne rgy-re la te d ma rke t progra ms . In a ddition, I

implemented and reported progre ss  of exis ting DSM programs  and then trans itioned them

into ma rke t-tra ns forma tion progra ms . In  1999 , I move d  in to  the  P ric ing  a nd  Ra te s

De pa rtme nt, de ve loping cos t of s e rvice  a nd re ve nue  re quire me nt mode ls . In 2002, I wa s

promoted to the  Director of the  P ricing and Ra te s  Depa rtment. I then accepted the  pos ition

of Dire ctor of Conse rva tion S e rvice s . Mos t re ce ntly my pos ition wa s  e xpa nde d to include

A.

A.

A.

1



1

2

Renewable  Programs. manage  the  successful TEP Guarantee  Home Program and, for the

pa s t ye a r, ha ve  be e n  re s e a rch ing  a nd  de ve lop ing  ne w DS M progra ms  for a ll th re e

UniSource  Energy Companies .3

4

Q- On whose behalf are you filing your Rebuttal Testimony i11 this proceeding?5

6

7

8

My Re butta l Te s timony is  file d on be ha lf of UNS  Ele ctric.

Q- What is  the  purpos e  of your Rebutta l Tes timony in  th is  proceeding?

9

10

11

12

The  purpose  of my Rebutta l Tes timony is  to re spond to ce rta in recommenda tions  made  by

Mr. Ma rsha ll Ma grude r, RUCO a nd Commiss ion S ta ff with re ga rd to DS M ma tte rs .

Q- Did you f°1le Direct Testimony in this proceeding?

No, I did not. Howe ve r, due  to my close  involve me nt in the  proposa l, a na lys is , monitoring

a nd re porting of DS M progra ms  for UNS  Ele ctric, I wa s  a ske d to re spond to Inte rve ne rs '

Dire ct Te s timony re ga rding DSM ma tte rs .

Q- Please summarize your Rebuttal Testimony.

13

14

15

16

17

18

19

20

21

22

23

24

A. My Re butta l Te s timony focus e s  on Mr. Ma grude r's  re comme nda tions  a bout the  DS M

progra ms  the mse lve s . For e a se  of re vie w, my Re butta l Te s timony tra cks  Mr. Ma grude r's

Direct Tes timony on these  issues . There  a re  seve ra l a reas  where  Mr. Magruder is  incorrect

and inaccura te , while  a lso contradicting wha t S ta ff recommended in its  DSM Report issued

Fe brua ry 7, 2005 in Docke t No. E-00000-02-005 l (he re ina fte r "S ta ff DSM Re port").

25

26

27

In ge ne ra l, UNS  Ele ctric a gre e s  with S ta ff's  a nd RUCO's  re comme nda tions  a bout DS M.

Howe ve r, UNS  Ele ctric is  re que s ting tha t a  fe w of S ta ffs  a nd RUCO's  re comme nda tions

be  modifie d. I dis cus s  thos e  re que s te d modifica tions  in more  de ta il la te r in my Re butta l

Te s timony.

A.

A.

A.

2



1 11. DEMAND-SIDE MANAGEMENT.

2
A. Explanation of New DSM Portfolio Filing.

3

4 Q- Is UNS Electric asking for approval of DSM Programs in this docket?

No. UNS Electric was advised by Arizona Corporation Commission ("Commission") Staff

during the UNS Gas Rate Case proceeding (Docket No. G-04204A-06-0463) to file for

DSM Program Portfolio approval - and the specific program plans contained therein - in a

separate docket. Consistent  with that  request ,  UNS Electr ic filed its  DSM Program

Por tfolio on June 13,  2007 in Docket  No.  E-04204A-07-0365 ("UNS Electr ic DSM

Docket"), that filing is incorporated herein by reference.

5

6

7

8

9

10

11

12

13

14

Q, If UNS Electric is not asking for approval of DSM Programs ill this docket, why is

DSM Rebuttal Testimony being filed?

UNS Electric is filing Rebuttal Testimony addressing DSM for two reasons: (1) to address

issues raised in Mr. Magruder's Direct Testimony, and (2) to request approval of a DSM

cost recovery mechanism in this rate case. UNS Electric incorporated its DSM Portfolio in

this Docket to provide sufficient information for the Commission to make appropriate

recommendations for DSM cost recovery. The actual DSM Program Portfolio and specific

program plans will be approved, or  modified,  by the Commission in the UNS Electr ic

DSM Docket.

15

16

17

18

19

20

21

22

23

24

Q, Have there been changes to the original DSM Programs filed with Mr. Thomas J.

Ferry's Direct Testimony in this Docket?

25

26

27

Yes. As stated above, UNS Electric filed its comprehensive DSM Program Portfolio to

replace the or igina l f i l ing on December  15,  2006. UNS Elect r ic  determined the

replacement DSM Program Portfolio was necessary to prevent similar concerns as those

addressed from Staff,  as well as other Interveners,  in light of TEP's Motion to Amend

A.

A.

A.

3



1

2

3

4

5

De cis ion No. 62103 (Docke t No. E-01933-05-0650) (he re ina fte r re fe rre d to a s  the  "62103

Ame ndme nt P roce e ding") .- a s  we ll a s  comme nts  from S ta ff witne s s  Ms . Julie  McNe e ly-

Kirwa n during the  UNS  Ga s  Ra te  Ca s e . In thos e  ca s e s , S ta ff re que s te d more  de ta ile d

progra m de s criptions  with a  s e pa ra te  filing a nd re que s te d tha t both TEP  a nd UNS  Ga s

e xplore  more  DSM Progra m options . So, UNS Ele ctric is  a tte mpting to a ddre ss  both S ta ff

re que s ts  through tiling its  DS M P rogra m P ortfolio in the  UNS  Ele ctric DS M Docke t.

Q- Wha t in fo rma tion  wa s  inc lude d  in  UNS  Ele c tric 's  DS M P rogra m P ortfo lio?

6

7

8

9

10

11

12

13

14

A. UNS Electric re fined the  previous  program descriptions  based on S ta ffs  recommenda tions

and the  Company cons ide red more  program options  for its  DSM Portfolio. We  upda ted the

a voide d cos ts  numbe rs  to  be  cons is te nt for a ll UniS ource  Ene rgy Compa nie s ' DS M

eva lua tions . In  a d d itio n ,  we  a d d e d  p ro g ra ms  a n d  p ro vid e d  g re a te r d e ta il in  th e

docume nta tion for the  cos t-be ne fit ca lcula tions . An  a n a lys is  o f th e  Lo w In c o m e

Wea the riza tion ("LIW") Program was  a lso comple ted to identify ene rgy savings  a ssocia ted

with me a s ure s  ins ta lle d through tha t P rogra m. UNS  Ele ctric a ls o upda te d the  progra m

de scriptions  with the  informa tion re que s te d by Ms . McNe e ly-Kirwa n in the  UNS Ga s  Ra te

Case  and Ms. Ba rba ra  Keene  for S ta ff in the  62103 Amendment P roceeding and included

informa tion re que s te d on the  ove ra ll DSM portfolio.

Q- Ca n  yo u  e x p la in  t h e  d iffe r e n c e  in  p r o g r a m s  file d  d u r in g  Mr .  F e r r y ' s  Dir e c t

Te s t im o n y a n d  p ro g ra m s  file d  o n  J u n e  13 , 2007  in  th e  s e p a ra te  DS M P ro g ra m

Portfolio  docke t?

15

16

17

18

19

20

21

22

23

24

A.

25

26

27

The  progra ms  ide ntifie d in Mr. Fe rry's  Dire ct Te s timony include d:

Time -Of-Us e

Dire ct Loa d Control

Low-Income  We a the riza tion

Energy Smart Home Program

2.

3.

4.

1.

4



1 Shade Tree  Program

Educa tion and Outreach2

3

4 The  spe cific DS M progra m pla ns  file d in the  UNS  Ele ctric DS M Docke t include :

1. Dire ct Loa d Control

2. Low-Income  We a the riza tion

3. Energy Smart Home Program

4. Shade Tree Program

5. Educa tion and Outreach

6. Re s ide ntia l HVAC

7. Comme rcia l Fa cilitie s  Efficie ncy P rogra m

The major program components  and changes a re  outlined be low:

The  Program P lan for Direct Load Control provides  comprehens ive

progra m de ta il, cos t-be ne fit a na lys is , a nd pla ns  for ma rke ting a nd e va lua tion. UNS

Ele ctric ha s  de cide d to initia lly limit the  type  of control to the nnos ta ts  with ra dio fre que ncy

control in the  Lake  Havasu a rea .

Dire c t  Lo a d  Co n tro l:

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

Low-Income Weatherization: The P la n Low-Incom e

We a the riza tion ("L1W") provide s  compre he ns ive  progra m de ta il a nd we  include d a  cos t-

be ne fit a na lys is . UNS  Ele ctric  a ls o a gre e d with S ta ff to m ove  $20,000 for b ill a s s is ta nce

out of the  Low-Income  We a the riza tion P rogra m a nd into the  propos e d UNS  Ele ctric Wa rn

Sprit P rogram as  a lso agreed upon in the  UNS Gas  Rate  Case .

P rogra m for

22

23

24

25

26

En e rg v S ma rt Ho me  P ro g ra m: UNS  Ele ctric e va lua te d the  be ne fits  of EP A's  Ene rgy

S ta r Home  P rogra m a nd de cide d to us e  the s e  Na tiona l S ta nda rds  for the  Ene rgy S ma rt

27

5.

6.

5



1

2

Home Program. The  P rogram P lan for Ene rgy Smart Homes  a lso provides  comprehens ive

program de ta il, cos t-benefit ana lys is  and plans  for marke ting and eva lua tion.

3

4 S h a d e  Tre e  P ro g ra m:

5

The  P rogra m P la n for the  S ha de  Tre e  P rogra m a ls o provide s

compre he ns ive  p rogra m de ta il,  cos t-be ne fit a na lys is  a nd  p la ns  fo r ma rke ting  a nd

eva lua tion.6

7

8

9

10

11

12

13

14

The  P rogra m P la n for Educa tion a nd Outre a ch ("E&O") is  a

ma rke t tra ns fonna tion  p rogra m tha t p rovide s  compre he ns ive  p rogra m de ta il a bou t

re s identia l and commercia l educa tion, the  on-line  ene rgy audit and academic educa tion. It

a lso ha s  be e n upda te d to include  e duca tion for the  ne wly de s igne d Time -of-Use  ("TOU")

Ra te  options . The  TOU P rogra m its e lf ha s  be e n e limina te d from the  lis t of s pe cific DS M

P rogra ms , e ve n though it is  a n importa nt pa rt of UNS  Ele ctric 's  DS M s tra te gy. As  it is

e ssentia lly a  ra te  de s ign is sue , Mr. D. Bentley Erdwurm addre sse s  TOU ra te s  in his  Direct

and Rebutta l Testimonies .

Education and Outreach:

15

16

17

18

19

20

2 1

22

23

This  progra m wa s  a dde d to the  DS M P rogra m P ortfolio to provide

more  DS M options  to  e xis ting re s ide ntia l cus tome rs . The  Re s ide ntia l HVAC progra m

promote s  the  ins ta lla tion of high-e fficie ncy a ir conditioning a nd he a t pump s ys te ms  in

e xis ting home s  in  UNS E's  s e rvice  re gion. For e quipme nt re pla ce me nts , the  progra m

promote s  the  s e le ction of high-e fficie ncy e quipme nt tha t e xce e ds  the  fe de ra l minimum

efficiency s tandard of 13 SEER and qua lity ins ta lla tion practices

Residential HVAC:

24 Co mme rc ia l Fa c ilitie s  Effic ie n c v P ro g ra m:

25

26

27

This  p rogra m wa s  a dde d  to  the  DS M

P rogra m P ortfolio to provide  more  DS M options  to e xis ting comme rcia l cus tome rs . The

Comme rcia l P rogra m e ncoura ge s  comme rcia l cus tome rs  to ins ta ll high-e fficie ncy lighting

e quipme nt a nd controls , HVAC e quipme nt, a nd e ne rgy-e fficie nt re frige ra tion s ys te m

6



1

2

re trofits  in the ir fa cilitie s . The  progra m will e ncoura ge  contra ctors  to promote  the  progra m

a nd provide  tum-ke y ins ta lla tion s e rvice s  to  cus tome rs , a nd will provide  tra ining a nd

education through seminars and brochures.3

4

5 B. Re s pons e  to  Mr. Ma grude r's  Dire c t Te s timonv.

6

7
1. Citizens Advisorv Council.

8

9

10

11

12

13

14

Q- Do you have any response to the comments by Mr. Magruder regarding the Citizens

Advisory Council ("CAC"), which has, as one of its duties, to discuss DSM planning

for the community?

The  CAC wa s  forme d in 1999 a s  a  re sult of De cis ion No. 61793 (June  29, 1999) but the

lis t of is sue s  brought be fore  the  CAC pre domina ntly de a lt with a  se cond tra nsmiss ion line

a nd re lia bility. None  of the  CAC me mbe rship e ve r que s tione d or chose  to discuss  DSM

pla nning. Furthe r, no me mbe r of the  CAC ha s  re que s te d a  me e ting to  dis cus s  DS M

planning issues -.. or any other issues for tha t matter - s ince  2002.

2. S imila r Comme nts  S hown on  Multip le  DS M P rogra ms .

15

16

17

18

19

20

21

22

23

24

Q- In  h is  Dire c t Te s timo n y, Mr. Ma g ru d e r re fe rs  to  "UNS E lo s t re ve n u e  re c o ve ry". Is

UNS Elec tric  reques ting  los t revenue  recovery from DSM programs ?

25

26

27

No. The  only re fe re nce  to UNS Ele ctric los t re ve nue  re cove ry in progra m docume nts  Hle d

in  UNS  E le c tlic 's  DS M P o rtfo lio  filin g  re la te s  to  th e  ca lcu la tio n  o f p ro g ra m co s t

e ffe ctive ne ss . Spe cifica lly, los t re ve nue s  a re  a  ne ce ssa ry compone nt in the  ca lcula tion of

the  Ra tepaye r Impact Measure  ("RIM") te s t. This  te s t de te rmines  the  impact on ra te s  to a ll

UNS  Ele ctric cus tome rs . While  the  Commis s ion doe s  not re quire  this  te s t, it is  importa nt

for a ll pa rtie s  to unde rs tand tha t a  RIM re sult of le ss  than one  will put upward-pre ssure  on

ra te s . Thus  UNS Electric chose  to include  the  ca lcula tion in a ll DSM Programs.

A.

A.

7



1

2

3

Q- In  h is  Dire c t Te s timo n y, Mr. Ma g ru d e r re q u e s ts  th a t th e  c o s t e ffe c tive n e s s  o f UNS

Ele c tr ic  DS M P ro g ra m s  b e  re c a lc u la te d  u s in g  fo rm u la s  in c lu d e d  in  h is  Dire c t

4 A.

Tes timony. Do you agree?

No. The  Be ne fit/Cos t ca lcu la tions  tha t UNS  Ele c tric  us e d  me e t the  gu ide line s  the

Commiss ion re comme nde d a nd the  me thods  outline d in the  Ca lifornia  S ta nda rd P ra ctice

Ma nua l. UNS  Ele c t be lie ve s  this  is  the  mos t a ccura te  a nd cons is te nt me thodology to

ca lcula te  cos t e ffectiveness . If the  Commiss ion reques ts  tha t UNS Electric use  an a lte rna te

me thod for the se  ca lcula tions , UNS Electric will utilize  a t a lte rna te  me thod.

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

Q- In his Direct Testimony, Mr. Magruder requests that more items be included in the

environmental benefits table (e.g., potable water, ozone and mercury.) Do you have

2 0

21

22

any comments ?

Ye s . Pota ble  wa te r ha s  not be e n include d in the  UNS Ele ctric e nvironme nta l be ne fit ta ble

be ca use  UNS  Ele ctric ha s  ca lcula te d the  a voide d ca pa city us ing a  S imple -Cycle  Turbine

which re quire s  minima l wa te r consumption. In a ddition, utility e le ctric ge ne ra ting units  do

not e mit ozone . Furthe rmore , ne ithe r S a nta  Cruz County nor Moha ve  County curre ntly

exceed the  Na tiona l Ambient Air Qua lity S tanda rd for Ozone , nor a re  they projected to do

s o in the  fore s e e a ble  future . S imila r to the  ca s e  for pota ble  wa te r, me rcury e mis s ion

re ductions  a re  not include d in the  UNS Ele ctric e nvironme nta l be ne fit ta ble  be ca use  UNS

Ele ctric  a voide d ca pa city would  be  s e rve d by a  S imple -Cycle  Turbine  which ha s  no

mercury emiss ions .

23

24

25

2 6

Q, Mr. Magruder states in his Direct Testimony that the line loss factor and rates used in

benefit/cost calculations do not meet proposed values. Do you have any comments?

27

Ye s . P ropos e d ra te  s che dule s  a re  not ye t a pprove d by the  Commis s ion. Un til UNS

Ele ctric re ce ive s  Commis s ion a pprova l, propos e d va lue s  a re  jus t tha t - propos e d. UNS

Ele ctric be lie ve s  it would be  ina ppropria te  to utilize  othe r va lue s  until the  Commis s ion

A.

A.

8



1 a pprove s  the  propos e d ra te  s che dule s . For line -los s  fa ctors  UNS  Ele ctric a ls o include s

those  reported to the  Commission during most recent ra te  case .2

3

4 Q-

5

In his Direct Testimony, Mr. Magruder suggests that Marketing and Advertising

dollars be eliminated from each program in the DSM Portfolio and be replaced by the

general education dollars budgeted in the E&O Program. Do you agree?6

7

8

9

10

O

O

11

12

13

14

15

16 O

O

O

17

18

19

20

21

22

No. S ignifica nt a nd dire ct ma rke ting a nd a dve rtis ing is  ne ce ssa ry to incre a se  pa rticipa tion

for e a ch individua l progra m. Ma rke ting a nd a dve rtis ing cos ts  for e a ch progra m mus t a lso

be  included in the  tota l program costs  to ca lcula te  the  cost tes ts  for each program. There  a re

s e pa ra te  budge ts  for e a ch progra m in the  DS M P ortfolio a nd ma rke ting cos ts  mus t be

a ccounte d for a ccordingly. Individua l P rogra m budge ts  for Ma rke ting a nd Adve rtis ing

cove r deve lopment and de live ry of marke ting messages  for each program through a  range

of s tra tegie s  including, but not limited to :

P romotions  on the  UNS Electric webs ite ,

Bill s tuffe rs  ma ile d to e xis ting UNS  Ele ctric cus tome rs ,

Advertis ing in ma jor newspapers  and othe r se lected print media  in the  UNS Electric

se rvice  region,

P roviding informa tion through UNS Ele ctric's  cus tome r ca re  ce nte r,

Deve loping marke ting pieces , including brochures  and othe r colla te ra l pieces , to

promote  the  benefits  of each program, and

Ass is ting with re sponding to cus tomer inquirie s  about the  program.O

23

24

Q- Throughout Mr. Magruder's Direct Testimony, he recommends the DSM adjustor be

calculated by dividing the number of customers into the program budget for a per

customer charge. Do you agree"25

26

27

No. UNS  Ele ctric, S ta ff a nd RUCO a ll a gre e  in this  proce e ding through the ir re s pe ctive

Direct Tes timonie s  dra t the  DSM adjus tor be  de te rmined on a  kph bas is .

A.

A.

9



1 3. Education and Outreach.

2

3

4

5

6

Q- Mr. Magruder describes on page 16 at lines 24 through 27 in his Direct Testimony,

that the E&O Program provides all the external media exposures, training, and

marketing support for all UNS Electric DSM Programs. Do you have response to his

description?

7

8

9

10

11

12

A.

13

1 4

15

16

17

18

19

20

21

Ye s . The re  is  ve ry little  cha nce  tha t $170,000 ca n provide  a ll e xte rna l me dia  e xposure s ,

tra ining, a nd ma rke ting s upport for a ll UNS  Ele ctric DS M P rogra ms  plus  the  ge ne ra l

e duca tion de s cribe d he re . The  E&O P rogra m s imply provide s  ge ne ra l e ne rgy e fficie ncy

educa tion to ra ise  awareness  about ene rgy use  and opportunitie s  for saving ene rgy. Items

included in the  E840 P rogram a re  the  annua l summer cooling tips  and winte r hea ting tips ,

genera l ene rgy e fficiency and conse rva tion campa ign, and promotion of the  on-line  Energy

Advisor to answer ene rgy use  ques tions . The  budge t for these  items tota ls  $54,000 for the

media  campa ign plus  $11,000 for the  license  fee  for the  on-line  Ene rgy Advisor. The  E&O

P rogra m budge t a lso include s  a ca de mic e duca tion through va rious  s chool progra ms  for

$15,000. UNS Electric will a lso deve lop educa tion and out-reach rega rding the  bene fits  of

TOU ra te s  from the  E&O budge t. The  firs t ye a r budge t to promote  the  be ne fits  of TOU

ra te s  is  $90,000. UNS  Ele ctric will incorpora te  me s s a ge s  or 'ta gs ' on ma ny of the s e

genera l energy e fficiency messages  to announce  individua l DSM programs so tha t the  E&O

e duca tion ca mpa igns  complime nt se pa ra te  me ssa ge s  a nd ca mpa igns  for individua l DSM

progra ms . The  E&O Progra m doe s  not include  Ma rke ting a nd Adve rtis ing for a ny spe cific

DS M P rogra m.22

23

2 4

25

26

27

10



1

2

3

4

Q-

A.

In his  Dire ct Te s timony on pa ge  18 a t ite m 3.2.e , Mr. Ma grude r s ta te s  tha t "The  ACC

S ta ff's  de fin ition  of type s  of De ma nd-S ide  Ma na ge me nt P rogra ms  doe s  not include

EC progra ms , thus  without cha nge , th is  progra m might NOT be  include d  a s  a  DS M

progra m." Do you a gre e ?

No. Whe n s e le cting the  progra ms  for the  DS M P rogra m P ortfolio, UNS  Ele ctric re lie d on

the  DS M de fin ition  in the  S ta ff DS M Re port. I be lie ve  the  E&O P rogra m me e ts  the

current de finition of Energy Efficiency as  outlined in the  S ta ff DSM Report a t page  3 :

"Ene rgy Efficiency is  products , se rvices , or prac tices  a imed a t s aving energy in

end-use  applica tion genera lly by substituting technica lly more  advanced (compared

to wha t is  presently used in a  specific s itua tion) equipment or prac tices  to  produce

the  s ame or an improved level of end-us e  s ervice  with les s  energy us e ."

[emphas is  added.]

Ultima te ly,  Th e  Co mmis s io n  will ma ke  th e  fin a l re co mme n d a tio n  o n  th e  p ro g ra m

inclus ion.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

Q- On page 20, lines 16 through 18 in his Direct Testimony, Mr. Magruder requests that

UNS Electric "change the Staff's Draft DSM Report definition for the types of DSM

Programs" to agree with his recommended definitions. Do you agree?

22

No. UNS Electric pa rticipa ted in workshops  with S ta ff and othe r s take -holde rs  to

determine the  proposed DSM Policy ultimately included in the  Staff DSM Report. UNS

Ele ctric be lie ve s  no furthe r de finition a s  s ugge s te d by Mr. Ma grude r in his  Dire ct

Tes timony from pages  16 through 17 is  necessa ry. Moreove r, UNS Electric has  no

authority to modify the Staff-recommended definitions.

23

24

25

2 6

27

A.

11



1 Q- In

2

his Direct Testimony, Mr. Magruder makes recommendations regarding the

Education and Outreach Program. Is UNS Electric open to considering any of his

3 recommendations?

4

5

6

7

8

9

10

11

Ye s . UNS  Ele ctric be lie ve s  a ll a ctivitie s  de scribe d in the  E&O P rogra m we re  de s igne d to

mee t the  needs  of UNS Electric cus tomers  and influence  a  change  in behavior tha t re sults

in e ne rgy or de ma nd re duction. UNS  Ele ctric is  e ithe r ope n to cons ide ring or a re  a lre a dy

offe ring some  of the  re comme nda tions  in Mr. Ma grude r's  Dire ct Te s timony. For ins ta nce ,

UNS Ele ctric is  a lre a dy proce e ding with:

Ava ila bility of s pe a ke rs  to civic orga niza tions  upon re que s t - in re s pons e  to Mr,

long as  re sources  exis t to fulfill the  reques t,

12 De ve lopme nt of qua rte rly ne ws le tte rs  with  e ne rgy informa tion inc lude d in

13

14

15

16

17

re s pons e  to Mr. Ma grude r re comme nda tion in his  Dire ct Te s timony on pa ge  19,

ite m 3.2.f.3, a nd

Ava ila b ility of te le phone  e ne rgy a s s is ta nce  is  a va ila b le  to  a ll ra te pa ye rs  - in

re sponse  to Mr. Magrude r's  recommenda tion in his  Direct Tes timony on page  19 a t

18

19

20

21

22

Anothe r importa nt note  is  tha t UNS  Ele ctric is  una ble  to provide  15-minute  inte rva l da ta

without us e  of AMI/AMR ("a utoma te d me te r inte llige nce  / a utoma te d me te r re a ding").

The re fore , UNS  Ele ctric is  not a ble  to cons ide r the  re comme nda tion in Mr. Ma grude r's

Direct Testimony a t this  time  .... a t Section 3.2, item 7 on page  20.

23

24

25

26

27

A.

12



1 Q-

2

On pages 18 through 20 in his Direct Testimony, Mr. Magruder makes

recommendations on measurement and evaluation on the E&O Program. Do you

3

4

5

6

7

8

9

10

11

12

have any comments ?

Ye s . UNS  Ele ctric  curre n tly tra cks  the  numbe r of on-line  e ne rgy a udits  s ta rte d  by

commercia l and res identia l customers . The  Company a lso tracks  the  number of schools  and

school childre n who a tte nd e ne rgy pre se nta tions  a nd re ce ive  le a rning kits , a nd it furthe r

tracks  the  presenta tions  to civic and business  presenta tions  including the  number of people

in a ttendance . Bu t it is  d ifficu lt to  de te rmine  kph  a nd  kW s a vings  from a  pos s ib le

'behavior" modifica tion, so cos t e ffectiveness  on educa tion and outreach programs can be

cos tly to e va lua te  a nd re s ults  ca n be  mis le a ding. UNS  Ele ctric  is  cons ide ring  s ome

a dditiona l monitoring  a nd e va lua tion  me thods  to  de te rmine  if e a ch  ma rke ting  e ffort

ide n tifie d  in  the  E&O P rogra m ha s  re s u lte d  in  a  pos itive  impa ct to  a lte r cons ume r

be ha vior.

4. Direct Load Control (MDLCQQ)»

13

14

15

16

17

18

19

2 0

2 1

Q- On page 23 at item 3.3.e.2 of his Direct Testimony, Mr. Magruder seemingly

compares UNS Electric's proposed DLC Program to a Florida Power and Light

Company ("FPL") DLC Program. He further states that FPL "has a 15-minute OFF

cycle not more than once every four hours." Do you have any comments regarding

his comparison?

2 2

23

24

25

2 6

Ye s . Mr. Ma grude r is  incorre ct. FP L cycle  s tra te gy is  compa ra ble  to UNS  Ele ctric's

proposed DLC Program in tha t FPL utilizes  a  50% cycle  s tra tegy - not the  15 minutes  once

during eve ry 4 hours  tha t Mr. Magruder described.

27

FPL uses  a  50% cycle  s tra tegy (15 minute s  each ha lf hour) ove r a  maximum dura tion of 3

hours  within a ny 24-hour pe riod. UNS  Ele ctric ha s  propose d a  50% cycle  s tra te gy ove r a

ma ximum dura tion of 4 hours  within a ny 24-hour pe riod. The  longe r dura tion in the  UNS

A.

A.

13



1

2

3

4

Ele ctric propos e d DLC progra m is  ne ce s s a ry to e xte nd the  pote ntia l cycle  time  through

hours  whe n sys te m pe a k is  re gis te re d. During time s  of e xtre me  de ma nd the  FPL progra m

ma y a ctua lly e xce e d the  50% Off cycle . Ins e rte d be low is  the  a ctua l te xt from the  FP L

we bs ite  re la te d to its  DLC progra m. (the  'On Ca ll P rogra m'):

"For example, air conditioning and central heaters may be put on a 15-minute savings
cycle or an extended savings cycle. The 15-minute option cycles appliances off for 15
minutes each nalfnourfor up to a total oftnree hours. "

"* During times of extreme demand, cycle time may be extended to a maximum of]7.5
minutes. During power system emergencies (Ag. extreme weather conditions and
capacity shortages as determined by FPL), the cycle schedule and duration oft re
interruption may be extended. '

(http://www.fpl.com/residentia1/savings/residential__on_ca1Lshtm1).

Q- Do you agree that the 50% cycle time should be reduced from two hours per four-

hour cycle to 15 minutes per four-hour cycle as Mr. Magruder recommends on page

25 at item 3.3.f.3 of his Direct Testimony?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. No. UNS  Ele ctric ha s  e va lua te d the  cos t-e ffe ctive ne ss  of the  DLC progra m a nd re ma ins

committe d to  the  50% cycle  s tra te gy a nd the  4-hour dura tion to  me e t pe a k de ma nd

re quire me nts  a s  pre s e nte d in the  UNS  Ele ctric DS M Docke t. The  50% cycle  s tra te gy is

utilized by many utilitie s  a round the  country including the  ve ry success  FPL program cited

by Mr. Ma grude r. As  re cognize d on pa ge  23 of Mr. Ma grude r's  Dire ct Te s timony a t ite m

3.3.e .2, the  re duction from 120 minute s  to 15 minute s  "off" cycle  during the  four-hour

dura tion would re s ult in a n 87.5% re duction in the  de ma nd impa ct produce d by e a ch

pa rticipa nt in the  DS LC progra m (from 2.5 kW to 0.32125 kw) a nd would not me e t the

TRC tes t required by the  Commiss ion.

20

21

22

23

24

25

26

27

14



Q- On page 24 at item 3.3.e.5 of his Direct Testimony, Mr. Magruder again mentions the

FPL DLC program, stating " . . . FPL avoided about $3 billion with a DR program

installed and paid by FPL (not ratepayer) company expense." Do you have any

comments?

Yes. Mr. Magruder is incorrect when he stated that ratepayers do not provide the funding

the cost for the FPL DLC Program. UNS Electric contacted the Senior Load Management

Field Technician for FPL's On-Call Program. UNS Electric was essentially advised that

FPL's On-Call Program, like all other FPL energy-consewation-approved programs, have

all been filed and approved by the Florida Public Service Commission ("FLSC") ...- to be

recovered through its Energy Conservation Cost Recovery "ECCR" clause and that more

information can be found on FPSC's website.

To ve rify tha t the  ECCR is  s imila r to  the  Compa ny's  propos e d  DS M Adjus tor, UNS

Ele ctric conducte d s ome  a dditiona l re s e a rch. Th e  b e s t d e s c rip tio n  o f th e  E CCR

adminis te red by the  Florida  Power Se rvice  Commiss ion was  found on the  web s ite  for Gulf

Power Company: http://www.gullpowe r.com/pricing/pdf/e cc.pdf.

Q- Do you agree that Cares-M customers required to have electric powered life-support

equipment be excluded from participating in a DLC program as Mr. Magruder

recommends on page 24 at item 3.3.f.1 of his Direct Testimony?

A. Ye s .

Do you agree with Mr. Magruder's recommendation to add more Demand Response

or "DR" options mentioned on page 25 at items 3.3.f.4 a through e of his Direct

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

A.

Testimony?

UNS Electric is willing to consider only items proven to meet cost-effectiveness tests. Mr.

Magruder provides no evidence that his recommendations are cost-effective under any test.

A.

1 5



1 If the  Commiss ion wishe s  to e xpa nd the  options , those  options  ca n be  cons ide re d in the

2 UNS  Ele ctric DS M Docke t.

3

4 Q-

5

On page 25 at item 3.3.f.4 of his Direct Testimony, Mr. Magruder requests that UNS

Electric revise the DLC Participation Agreement. Do you have any comments?

6  A . Ye s . UNS  Ele ctric is  willing to cons ide r re vis ions  to the  Dra ft P a rticipa tion Agre e me nt

7

8

during the  implementa tion phase  a lte r the  DLC Program rece ives  Commiss ion approva l for

imple me nta tion.

9

1 0 Q-

1 1

On page 25 at items 3.3.f.6 and 3.3.f.7 of his Direct Testimony, Mr. Magruder

suggests 'incentives', 'bonus' and other changes to the Participant Agreement. Do

1 2

13

1 4

1 5

1 6

1 7

you agree?

No. UNS  Ele ctric be lie ve s  tha t providing the  communica ting the nnos ta t to the  cus tome r

will be  e nough ince ntive  to  e ncoura ge  pa rticipa tion in  the  progra m. Any a dditiona l

ince ntive s  or bonus  would a dd unne ce s s a ry cos ts  a nd ma y ca us e  the  progra m to fa il

be ne fit/cos t a na lys is . If the  Commis s ion wis he s  for UNS  Ele ctric to include  a dditiona l

costs  it would be  considered during the  separa te  proceedings  to approve  the  DSM Program

1 8 P ortfolio.

1 9

20 Q-

21

Do you agree with Mr. Magruder's recommendation that UNS Electric should use

only "Off-the shelf, proven equipment and DLC hardware and software"?

22 A.

23

24

25

26

27

No. DLC te chnologie s  a re  not ma ture  a nd the  ra nge  of DLC te chnology options  a va ila ble

commercia lly today is  a  sma ll fraction of those  tha t will be  ava ilable  in the  future . Because

of the  a nticipa te d ra pid e xpa ns ion of improve d DLC te chnologie s  in the  iiuture , UNS

Electric is  inves tiga ting a  number of equipment options  but ha s  not chosen the  equipment

a t this  time . The  option UNS  is  e xploring would inte gra te  DLC with the  UNS  s tra te gy for

AMI/AMR, the re by ga ining e fficie ncy from the  e quipme nt a nd communica tion s tructure .

A.

16



1

2

3

4

It would  a ls o  provide  the  ne ce s s a ry da ta  to  a ccura te ly ca lcula te  s a ving from a  DLC

customer plus  increase  cus tomer sa tis faction through more  information on the ir energy use .

If the  Commis s ion  wis he s  to  limit the  op tions  ope n  to  UNS  E le c tric  th is  wou ld  be

considered during the  separa te  hearings  to approve  the  DSM Program Portfolio.

5

5. Low-Income Weatherization.

Q- On pages 28 at item 3.4.f.2 of his Direct Testimony, Mr. Magruder suggests

eliminating $2,552 from the total budget. What is your response?

6

7

8

9

10

11

12

13

14

The  $2,552 dolla r e ntry wa s  pla ce d in the  incorre ct line  of the  de ta il budge t. This  dolla r

a mount s hould re la te  to "Re ba te  P roce s s ing" a nd be  dis tribute d to the  a ge ncie s  to he lp

cove r the  cos t of this  a ctivity. The re fore , UNS  Ele ctric doe s  not a gre e  tha t the  $2,552

should be  removed from the  tota l budge t.

6. Energy Smart Home.

Q- On page 30 at items 3.5.e.1 and f.1 of his Direct Testimony, Mr. Magruder discusses

reducing high recurring costs and improving the return to customers to 45% in 2009.

Do you have any comments?

15

16

17

18

19

20

21

22

23

24

A. Ye s . The  ca lcula tion include d in  Mr. Ma grude r's  Dire ct Te s timony on pa ge  30 is  not

a ccura te . The  tota l Dire ct Imple me nta tion cos ts  submitte d for this  progra m a re  $243,600,

not $161,312 a s  s ta te d in Mr. Ma grude r's  te s timony. Utilizing the  a ctua l dire ct cos ts  for

the  progra m to ca lcula te  the  re turn to cus tome rs , UNS  Ele ctric's  re turn to cus tome rs  is

58% in the  firs t yea r (243,600/420,000).

25

26

27

A.

17



1 Q- On page 30 at item 3.5.f. 2 of his Direct Testimony, Mr. Magruder suggests that

annual goals for the Energy Smart Home should be increased. What is your response2

3

4

to  h is  s ugges tion?

UNS  Ele ctric  will ma ke  e ve ry a tte mpt pos s ible  to incre a s e  the  numbe r of pa rtic ipa nts  in the

E n e rg y S m a rt Ho m e  P ro g ra m .  UNS  E le c tric  wo u ld  b e  d rille d  to  re a c h  4 2 % ,  o r h ig h e r,

pa rtic ipa tion  by 2012 .  Bu t UNS  E le c tric  doe s  no t ha ve  u ltim a te  c on tro l ove r how m a ny

re s ide nts  de cide  to pa rtic ipa te . For the  purpos e  of p la nning , UNS  Ele ct would ra the r be

c o n s e rv a tiv e  in  its  e s tim a te s  o f p a rtic ip a tio n . If p ro g ra m  p a rt ic ip a t io n  e xc e e d s  th e

e s tim a te d  pe rce n ta ge s  in  the  Ene rgy S m a rt P rogra m  P la n ,  UNS  E le c tric  will in fo rm  the

Com m is s ion through UNS  Ele c tric 's  s e m i-a nnua l DS M Re port.

Q- On page 30 at item 3.5.e. 3 of his Direct Testimony, Mr. Magruder requests a sample

Partner Agreement. Do you have any comments?

Yes. The  partner agreement with Energy Star is  an agreement be tween Energy Star and the

Builde r. UNS Ele ctric doe s  not de ve lop this  a gre e me nt, but it ca n be  found on the  Ene rgy

S ta r we b-s ite  (www.e ne rgys ta r.gov). Agre e me nts  be twe e n UNS  Ele ctric a nd the  builde r

have  not ye t been deve loped but will be  deve loped in the  coming months .

7. Re s id e n tia l HVAC P ro g ra m.

5

6

7

8

9

10

11

12

13

14 A.

15

16

17

18

19

2 0

2 1

22

Q, In his Direct Testimony at item 3.6.f.1 on page 33, Mr. Magruder makes the

recommendation to remove $35,952 of subcontractor expenses and $12,000 of internal

marketing expenses from the total program budget. Do you agree with his

recommendations?

23

2 4

25

26

A.

27

No. Although UNS  Ele ctric ma y a dminis te r the  progra m inte rna lly, subcontra ctors  will be

us e d  fo r va rious  ite ms  inc lud ing  p rogra m de s ign  a nd  de ve lopme n t,  ve rifica tion  o f

e quipme nt e fficie ncy, inspe ctions , re ba te  proce ss ing a nd da ta  e ntry. If subcontra ctors  do

A.

18



1

2

3

4

5

6

7

8

9

10

not comple te  the s e  ite ms , a ll the  work would  the n be  comple te d  by UNS  Ele ctric

employees. Mr. Magruder needs to understand that the detailed budgets have been placed

in ca te gorie s  ba s e d on e s tima te d a lloca tions  tha t a re  common to othe r utility DS M

programs. Actua l cos ts  ma y va ry a mong subca te gorie s . Re ga rding the  $12,000 of

marketing costs, Mr. Magruder suggests be eliminated, those costs include payments to the

HVAC Contractors, as  outlined in the  program description under Products  and Services, a t

Attachment 5 page  4 of UNS Electric's  DSM Program Portfolio filed June  13, 2007. As  I

discussed earlie r in my Rebutta l Testimony, the  E&O Program does not include  marketing

for specific programs. The recommended budget by UNS Electric must remain a t the  level

UNS Electric proposes to ensure successful implementation.

Q. In his Direct Testimony at item 3.6.f.2 on page 33, Mr. Magruder questions 17 and 18

11

12

13

14

15

16

17

18

19

20

21

22

23

SEER incentives . Do you have any comments ?

Ye s . Mr. Ma grude r mis unde rs ta nds  the  informa tion UNS  Ele ctric include d in its  DS M

Program Portfolio a t Appendix 3. UNS Electric recognizes  tha t some  equipment with 17

a nd 18 SEER ra tings  a re  a va ila ble , but the  choice s  a re  not gre a t a nd the  cos t is  high.

Appendix 3 is  used to es timate  the  s ize  and efficiency of equipment tha t would most like ly

be  ins ta lle d in this  progra m. Be ca us e  the  like lihood of ha ving a ny 17 to 18 S EER

equipment ins ta lled is  s lim, the  ana lysis  shows a  zero for tha t ca tegory. If die  Commission

wishe s  for UNS Ele ctric to e sca la te  re ba te s  for 17 a nd 18 SEER e quipme nt a bove  the

recommended $100/ton, it can be considered in the  UNS Electric DSM Docket.

Q-

24

In his Direct Testimony also at item 3.6.f.2 on page 33, Mr. Magruder suggests that

savings 'al terms should be included for heat pumps. Do you have any comments?

25

26

27

A. Yes . UNS Electric followed the  S ta ff DSM Report to de te rmine  the  base line  equipment.

In  tha t Re port on  pa ge  19  re ga rd ing  Fue l Ne utra lity, it c le a rly s ta te s : "For thos e

ins ta lla tions /applica tions  tha t have  multiple  fue l choice s , the  base line  used in the  eas t

A.

19



1

2

ejfee tiveness ana lys is  s ha ll u tilize  the  s ame fue l s oiree  as  the  ins ta lla tion/applica tion."

[e mpha s is  a dde d] The re fore , UNS Ele ctric followe d this  proce dure  in ca lcula ting progra m

s a vings  a nd a s s ume d in the  cos t-be ne fit a na lys is  a  high-e fficie ncy he a p pump would

replace  an older heat pump.

3

4

5

6 8. Shade  Tree  P rogram.

Q- In his Direct Testimony at item 3.7.a on page 33, Mr. Magruder states that "UNS

Electric does not have an assessment of the impact of reducing loads or energy

savings potential through shading from trees." Is this true?

7

8

9

10

11

12

A. No. UNS  Ele ctric ha s  e s tima te d sa vings  ba se d on the  ca lcula tion of e ne rgy sa vings  on a

de ta iled report compiled by Gregory McPherson and James  R. S impson, Desert Southwest

Community Tre e  Guide - Be ne fits , Cos ts  a nd S tra te gic P la nting, 2004. UNS  Ele ctric a lso

used the  assessment from the  same report tha t indica tes  no ca lcula tions of demand savings.

UNS  Ele ctric 's  DS M P ortfo lio  a t Appe ndix 3  of Atta chme nt 6  outline s  the  e s tima te d

energy savings.

13

14

15

16

17

18

19

20

21

Q-

22

23

24

A.

25

26

27

In  h is  Dire c t Te s timo n y a t ite m 3 .7 .d  o n  p a g e  3 4 ,  Mr.  Ma g ru d e r s ta te s  th a t th e

progra m "ha s  a  re pe a te d  a nd  not re le va nt s e ction  on  Monitoring  a nd  Eva lua tion . It

is  not e xpe cte d tha t UNS  Ele ctric fie ld pe rs onne l will che ck cus tome r's  ya rds  to ve rify

UNS  Ele ctric "s ha de  tre e s "." Do you a gre e ?

No. The  Monitoring and Eva lua tion section is  repea ted in seve ra l programs  but is  re levant.

Because  of the  Measurement and Eva lua tion requirements  recommended in the  S ta ff DSM

Re port, UNS  Ele ctric will fie ld-inspe ct ins ta lla tion of a  s ta tis tica l s a mple  of tre e s  ins ta lle d

through this  P rogra m. This  wa s  cle a rly s ta te d in UNS  Ele ctric's  DS M P ortfolio on pa ge  3

of Atta chme nt 6: "Fie ld ve rifica tion -- UNS  Ele ctric will conduct fie ld ve rifica tion of the

ins ta lla tion of a  sample  of measures  throughout the  implementa tion of the  program."

20



1 Q-

2

On page 35 at item 3.7.f.1 of his Direct Testimony, Mr. Magruder recommends that

the Commission not approve this program. Do you have any comments?

3

4

5

6

Ye s . UNS  Ele ctric be lie ve s  the  S ha de  Tre e  P rogra m provide s  s ignifica nt e ne rgy a nd

e nvironme nta l be ne fits  to cus tome rs . Whe the r the  S ha de  Tre e  P rogra m will be  re je cte d

ba s e d on the  informa tion provide d by Mr. Ma grude r (3.7.e .l), howe ve r, is  a  ma tte r for

discuss ion by the  Commiss ion during the  UNS Ele ctric DSM Docke t.

7

8 9. Commerc ia l Fac ilitie s  Effic iencv P rogram.

9

10

11

12

13

14

In his Direct Testimony at item 3.8.e.1 on page 38, Mr. Magruder assumes that all

participants will receive the maximum of $10,000 and the customers allowed to

participate will be limited to 28.5 customers. Do you have any comments?

Ye s . UNS  Ele ctric be lie ve s  tha t mos t cus tome r re ba te s  will be  s ignifica ntly lowe r tha n

$10,000. UNS  Ele ctric a dde d the  ince ntive  ca p to pre ve nt one  or two cus tome rs  from

consuming the  entire  budge t for the  program.

Q- On page 38 at item 3.8.e.3 of his Direct Testimony, Mr. Magruder requests a sample

of proposals, agreements and report formats. How do you respond to his requests?

A. Deve lopment of forms , agreements , and proposa ls  ha s  not ye t been deve loped but will be

in the  coming months  for Commiss ion approva l.

15

16

17

18

19

20

2 1

22

23

2 4

C. Response to Staff Witness Jerrv Anderson's Testimonv.

Q, Does UNS Electric agree with comments made by Mr. Anderson?

25

2 6

27

Ye s . UNS  Ele ctric a gre e s  with the  J e rry Ande rson's  comme nts  a nd re comme nda tions  in

his  Dire ct Te s timony.

A.

A.

Q.

A.

21



1

2

Q- Are there areas that UNS Electric agreed to modify regarding the Direct Testimony

of Tom Fe rry conce rn ing  its  DSM Program?

3

4

Ye s . UNS  Ele c tric  ha s  a g re e d  to  mod ify two  ma jo r po in ts  in  UNS  Ele c tric 's  DS M

P ortfolio Filing:

UNS Electric re commended in its  portfolio filing tha t the  $20,000 a lloca ted to the

Emergency Bill Ass is tance  component of the  LIW be  re -ca tegorized into the

proposed Warm Sprits  P rogram and tha t it not be  funded with DSM funds .

UNS  Ele ctric re comme nde d in its  portfolio filing tha t UNS  Ele ctric's  TOU pricing

plans  not be  conside red as  DSM, and tha t these  activitie s  not be  funded with DSM

funds.
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12 D. Response to Ms. Marvlee Diaz Cortez's Testimony.

Q, Does UNS Electric agree with comments made by RUCO's witness Marylee Diaz
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A.

Cortez?

Gene ra lly, ye s . But I need to make  one  correction rega rding he r Direct Tes timony on DSM

Programs. Ms . Dia z Corte z indica te d tha t the  e xis ting progra m budge t wa s  $460,000

a nnua lly, in fa ct, tha t figure  is  only $175,000 a nnua lly for e xis ting DS M progra ms  plus  a n

a dditiona l $70,000 a nnua lly for LIW.

Q-

A.

Does this conclude your Rebuttal Testimony?
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Q- Please state your name and address.

My name is Thomas N. Hansen. My address is 255 South Washington, St. Johns, Arizona,

85936.

Q. What is your employment position?

I am the Vice President, Environmental Services, Conservation and Renewable Energy for

Tucson Electric Power Company ("TEP" or the "Company").

Q~ On whose behalf are you filing your direct testimony in this proceeding?

A. My test imony is filed on behalf of UNS Electdc,  Inc.  ("UNS Elect ric" or the

"Company").

Q- Please summarize your educational and professional background.
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A. I received a Bachelor of Science degree in Electrical Engineering with an emphasis in

Computer Science from Lehigh University in 1971. In 1972, I received a Masters of

Science degree in Electrical Engineering with emphasis in inertial guidance, laser

communications and rocket propulsion systems with a minor in geophysics from Stanford

University. I was employed by Bechtel Power Corporation from 1972 to 1984, designing,

building and operating electric generation stations of fossil, nuclear and renewable fuel

sources, totaling over 6,500 MW of generation capacity. I was hired in 1984, by Alamito

Company to manage its generation assets in Arizona and New Mexico, as well as

generating plants later acquired in numerous other locations. I had different levels of

management responsibility for about 3,500 MW of fossil and renewable fueled generation

through 1992. I was hired in 1992 by TEP as Vice President of Power Production and

served in that role through 1994 when I accepted the role of Vice President and Technical

Advisor to the Chief Executive Officer, developing the technologies needed to transition

the TEP generation portfolio to one that is more distributed, and less dependent upon

A.
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importe d source s  of prima ry e ne rgy. I s e rve d in tha t role  until 2007 whe n I wa s  na me d to

my curre nt pos ition a s  Vice  P re s ide nt of Environme nta l S e rvice s , Cons e rva tion a nd

Re ne wa ble  Ene rgy. I ha ve  he ld a  Re gis te re d Ele ctrica l Engine e ring Lice nse  in Ca lifornia

s ince  1973 and a  s imila r license  in Arizona  s ince  1975, a s  we ll a s  a  Regis te red Mechanica l

Engine e ring Lice nse  in Arizona  s ince  1979. From 1982 through 1984, he ld a ll e le ctrica l,

me cha nica l, ins trume nta tion, s te a mfitting a nd plumbing Ne w Me xico contra ctors ' lice nse s

a s  the  qua lifying pa rty for Be chte l in Ne w Me xico.

Q- Did you file  Direc t Tes timony on  beha lf of UNS Elec tric  in  th is  Docke t?
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A. No , I did not.

Q- Have you reviewed the Direct Testimony filed by the Commission Staff and other

parties to this rate case?

A. Yes , I have .

Q, What is  the  purpos e  of your Rebutta l Tes timony?

I will re s pond to the  Dire ct Te s timony of Ma rs ha ll Ma grude r conce rning Environme nta l

Portfolio S tandard ("EPS") and Renewable  Energy S tandard and Tariff ("REST") issues .

Q. Do you agree with Mr.  Magruder's assertions concerning UNS Electric's

performance relative to the EPS annual renewable energy percentage requirements?
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A. No, I do not. Firs t, while  no Arizona  e le ctric utility ha s  me t the ir EP S  a nnua l re ne wa ble

e ne rgy goa ls  in a ny ye a r of the  EP S , UNS  Ele ctric ha s  provide d its  cus tome rs  with a

pe rcentage  of renewable  ene rgy gene ra lly a t pa r with othe r Arizona  utilitie s  tha t have  been

re quire d to imple me nt the  EP S . From its  a doption in 2001, the  EP S  wa s  not s ufficie ntly

funde d to a llow a ny utility to me e t the  EPS  a nnua l sola r e ne rgy re quire me nts . During the

te s t yea r, UNS Electric me t 40.68% of its  EPS requirements  with 6,577 MWh of renewable

A.
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1

2

e ne rgy provide d to its  cus tome rs . Tha t is  fa r more  tha n the  0.6% of its  EPS  re quire me nts

se t forth in Mr. Ma glmde r's  Dire ct Te s timony.

Second, Mr. Magruder incorrectly sugges ts  a t page  55 of his  Direct Tes timony, without any

s upporting e vide nce , tha t the  UNS  Ele ctric EP S  progra m doe s  not ha ve  the  a tte ntion of

UNS Electric management, tha t the  EPS program is  not ISO 14400 ce rtified, and tha t UNS

Ele ctric la cks  commitme nt to de ve lop re ne wa ble  e ne rgy. In fa ct, the  UNS  Ele ctric EP S

program has  rece ived equa l a ttention from the  same  management group tha t provides  the

TEP  EP S  progra m ma na ge me nt. The  UNS E S unS ha re  progra m is  a ctua lly growing a t

fa s te r ra te s  of pa rticipa tion on a  pe r capita  bas is  than the  TEP SunShare  program in 2007.

More ove r, Mr. Ma grude r s e ts  forth no e vide nce  of a ny kind tha t IS O 14400 ce rtifica tion

provides  for a  be tte r renewable  energy program.
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Third, Ta ble  14 on pa ge  55 of Mr. Ma grude r's  Dire ct Te s timony is  incorre ct - by s e ve ra l

orde rs  of ma gnitude  - in  its  conclus ions  in  the  fourth , fifth  a nd s ixth  columns  ("s ola r

powe r," "a ctua l pe rce nt re ne wa ble " a nd "a nnua l re ne wa ble  de ficit"). Mr. Ma grude r firs t

a s sume s  incorre ctly tha t a ll EP S  e ne rgy is  to be  sola r e ne rgy, which of course  only 60%

mus t be  s ola r e ne rgy; a nd s e cond his  ca lcula tion fa ils  to a ccount for EP S  multiplying

credits  which reduce  the  sola r capacity requirement by a  factor of a t leas t two in ca lcula ting

the  fourth column. In the n ca lcula ting the  fifth column, Mr. Ma grude r us e s  a n incorre ct

ca pa city to e ne rgy conve rs ion fa ctor of l53.kwh AC pe r kW-DC of na me pla te  ca pa city,

whe n tha t numbe r his torica lly is  clos e r to 1,300. Us ing his torica lly corre ct multiplying

and convers ion factors  to correct the  2006 line  of Magruder Table  14 gives :
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Year
UNSEE/Citizens

Total Retail
Sales (Mwh)

EPS Percent
Renewable
Electricity

Needed to
meet EPS
Standard
(Mwh)

Solar
Generated

(MW)

Actual
Percent

Renewable

Annual
Renewable

Deficit
(Mwh)

2006 1,711,420 1 .05% 16,919 110.6 0.00646% -16,818

Year
UnsEe/citizerls

Total Retail
Sales (Mwh)

EPS Percent
Renewable
Electricity

Needed to
meet EPS
Standard
(Mwh)

Solar
Generated

(MW)

Actual
Percent

Renewable

Annual
Renewable

Deficit
(Mwh)

2006 1,711,420 1.05% 4,792 3.686 40.68% -4,738
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Magruder Table  14 for 2006 yea r:

S hould be :
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More ove r, Mr. Ma grude r ha s  not provide d a ny s upporting a s s umptions  or e vide nce  tha t

would e nge nde r a  full unde rs ta nding of wha t the  ta ble  purports  to re pre s e nt or to a llow

verifica tion of wha t he  is  a sse rting.

Fina lly, Mr. Magrude r confuse s  ene rgy and capacity a t a  number of place s  throughout his

Dire c t Te s timony, ma king  it ne a rly impos s ib le  to  re s pond  to  the  s pe c ific  c la ims  o f

insufficie nt sola r e ne rgy production. His  cla im of "52 sola r pa ne ls " ha ving be e n ins ta lle d

by UNS  Ele ctric in Kinsma n a nd La ke  Ha va su is  fla t wrong. As  visua l obse rva tion would

a tte s t, the re  a re  320 sola r modules  ins ta lled and owned by UNS Electric a t those  loca tions

ca pa ble  of ge ne ra ting ove r 8,000 wa tts  of powe r. Mr. Ma grude r a lso wrongly a s se rts  tha t

the re  is  no sola r genera tion in Santa  Cruz County. In fact the re  a re  severa l sola r genera tion

sys te ms  in S a nta  Cruz County, including a  pilot production 20 kW DC dua l a xis  tra cking

sys te m a nd a t le a s t two on-grid home owne r ins ta lle d units  a long with a t le a s t two off-grid

sola r ins ta lla tions  ins ta lled in Santa  Cruz County. UNS Electric SunSha re  pe rsonne l have

trave led to Santa  Cruz County numerous  times  in the  pas t four yea rs  to discuss  new sola r

4



opportunitie s  with  e ve ry in te re s te d  cus tome r who ha s  a s ke d for a  vis it, a nd s e ve ra l

cus tome rs  who did not pre vious ly inquire  a bout sola r who UNS Ele ctric fe lt could support

s ola r ins ta lla tions  on the ir fa cilitie s , s uch a s  the  City of Noga le s  a nd the  Inte rna tiona l

Wastewater Trea tment Plant.

Q- Do you agree with Mr. Magruder's recommendations for the transition of UNS

Electric's EPS program to an REST program?

A. No. Mr. Ma gimde r ma ke s  thre e  re comme nda tions  for such a  tra ns ition, none  of which a re

a ppropria te . Firs t, he  me ntions  pre vious  re vis ions  to the  Gre e nWa tts  progra m in his  firs t

recommenda tion. In fa ct, it wa s  the  S unS ha re  progra m, not the  Gre e nWa tts  progra m,

which wa s  upgra de d a nd e xpa nde d by the  Commiss ion in De ce mbe r 2006. UNS Ele ctric

will include  a  proposa l to aga in upgrade  and expand the  SunShare  program in its  upcoming

RES T co mp lia n ce  p ro g ra m filin g . Mo re o ve r,  Mr.  Ma g ru d e r's  s e c o n d  a n d  th ird

re comme nda tions  .- to  p re s e n t a n  imple me nta tion  p la n  by J a nua ry 1 , 2008  a nd  to

comme nce  imple me nta tion  o f the  s a mple  RES T ta riff s u rcha rge  with in  30  da ys  o f

"a pprova l of this  docke t" - will a lso be  a ddre sse d by UNS Ele ctric in its  REST complia nce

filing. I would note  the s e  la tte r two re comme nda tions  of Mr. Ma grude r do not comport

with the  timing provis ions  of the  REST Rule s .

Q- Does this conclude your testimony?
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Yes it does .A.
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